


REPORT 
O F T H E 

INDIRECT TAXATION 
ENQUIRY COMMITTEE 


PART I 

OCTOBER, 1977 


MINISTRY OF FINANCE 
(DEPARTMENT OF REVENUE) 
GOVERNMENT OF INDIA 


PREFACE 


CON TEN T S 


PAGES 

(i) - (iw) 


Section 

Section 

Section 

Section 

Section 

Section 

Section 

Section 

Section 

Section 

Section 

Section 

Section 


1 - 

The Task. 

1 - 

3 

2 - 

Soundness of indirect 4 - 
tax system - 
important criteria. 

8 

3 - 

Present tax system - 
Its evolution and 
weaknesses. 

9 - 

19 

4 - 

Distribution of the 
burden of indirect 
ta xation. 

20 - 

31 

5 - 

Rationalisation 
of the excise duties 

1 

tv 

• 

77 

6 - 

Excise concessions 
to small producers. 

78 - 

89 

7 - 

Role of customs 
duties. 

90 - 

105 

8 - 

Reform of Sales Tax 
system. 

106 - 

126 

9 - 

Alternatives to 
octroi. 

127 - 

134 

10 - 

Long-term reform 
of indirect tax 
structure. 

135 - 

1 53 

11 - 

Procedural reforms. 

154 - 

166 

12 - 

Indirect taxation 
as an economic 
tool. 

167 - 

190 

13 ~ 

Concluding 

191-195 


Observations 



DEPART WENT OF Rg VENUE 
INDIRECT TAXATION ENQUIRY COMMITTEE 


To 

Shri H. M. Patel, 

Finance Minister of India, 

NEU DELHI. 

Sir. 

Us, the Members of the Indirect Taxation Enquiry 
Committee, submit herewith Part I of our report. 

The reason uhy ue are submitting Part I of our report 
in advance of the finalisation of the rest of our report is 
that ue gather that Government are anxious to have our 
recommendations in their hands as early as possible so that 
they can be examined and considered well before- the time 
uhen budget proposals begin to take shape. Ue have 
accordingly, in Part I of our report, outlined our main 
conclusions and recommendations and the reasons behind them. 

Part II of our report, apart from being a more detailed 
presentation of the recommendations in Part I along with the 
facts and figures on which they are based, will set out the 
results of the various studies involving a good deal of 
research which we initiated and also examine the impact of 
indirect taxation on a select number of important industries. 
Further, since ue found that a wide range of the problems and 
difficulties presented to us by trade and industry as uell as 
by departmental representative*’ were basically procedural in 
nature ue have preferred to deal with them at some length in 
Part II of our report though there is a brief reference to 
procedure^, reform in Part I. Ue shall submit Part II of. our 
report/well within the extended term of life of the Committee. 

It is our hope that our-report vi*ll be of ^ome help to 
Government' in bringing about the kind of reform in ihdirset 
tax system of the country which was their aim in ffaking us to 
undertake this task. 


Yours faithfully, 

Sgd/~~: 

(t.K. 3ba) 
Chairmen 


Sgcj/- 

(G.B.. Neua-lkar) 
Member 

S Q <f/~ 

(Raja 3. Chelliah) 
Member 

NEW DELHI 


Sgd/- 

(3. Sen Guptqj 
Htembec 

Sgd/- 

(n. W. Arunachalais) 
Pbmber 


Sgd//- 

(K. Nararsimhan) 
Mbnfc *r i»Secr et ar y 

Sgd/? 

CS.S, • ffarathe) 




PREFACE 


In pursuance of the Finance Minister^ Budget 
speech of 1976, announcing the decision to appoint a 
Committee to review the existing structure of indirect 
tax system, the Indirect Taxation Enquiry Committee was 
set up under the Government of India Resolution 
F.No.33l/3/76-TRU,dated the 19th July, 1976. The Initial 
composition of the Committee was aa under*- 
C HAIRMAN 

Shri L.K. 3ha, Governor, Jammu 4 Kashmir* 
MEMBERS 

1. Shri M.V. Arunachalam, President, 

Federation of Indian Chambers of Commerce 
and Industry. 

2. Dr. Raja 3. Chelliah, Director, 

National Institute of Public Finance & Policy. 

3. Shri 3. Sen Gupta, President, 

Bengal Chamber of Commerce* 

4. Shri G.B. Newalkar, Managing Director, 
Maharashtra Mineral Corporation Ltd. 

5. Dr. Manmohan Singh, Chief Economic Adviser 
to the Government of India. 

6. Shri K. Narasimnan, Member (Tariff), 

Central Board of Excise 4 Customs. 

In September, 1976, Shri S.S. Marathe, former Chairman, 

Bureau of Industrial Costs and Prices and now Secretary, 

Industrial Development, replaced Dr. Manmohan Singh, 

as a Member and Shri K. Narasimhan was appointed as 

Member-Secretary of the Committee. 
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2. The Committee was assigned the following terms 

of reference: 

(i) To review the existing structure of indirect 
taxes - Central, State and Local - in all its 
aspects* 

(ii) To examine the role of indirect taxation in 
promoting economic use of scarce resources* 

(iii) To examine the. structure and levels of 

excise duties, the impact of these duties 
on prices and costs, the cumulative effect 
of such duties, their incidence on various 
expenditure groups, the scope for widening 
the tax base and increasing the elasticity 
of the system* 

(iv) To examine the feasibility of adopting some 
form of Value Added Tax in the field of 
indirect taxation where appropriate and, if 
found feasible, to suggest the appropriate 
stage to which it should be extended having 
regard to Indian conditions, i.e. whether 
the stage of coverage should be manufacturers, 
wholesalers or retailors. 

(v) To examine whether and how far it would be 
advisable to assist any particular industry 
or particular sectors of an industry by grant 
of concessions in indirect taxes; in doing so, 
the Committee will doubtless take into account 
all the normal canons of taxation, and the 
balance of administrative convenience. In 
those cases where these devices are found to be 
advisable, to suggest norms for the same. 

(v.' ) To examine the structure and levels of 
import duties from the point of view of 
import trade control, protection to indigenous 
industry and pricing of indigenous products 
and suggest changes, if necessary* 

(vii) To advise' the Government on the steps to 
be taken to implement the recommendations 
made, including changes in the administrative 
and organisational set up. 
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(viii) To suggest changes, if any required, 

in the Constitution and in the related 
taxation etatutas, for the implamentation 
of the changes suggested in the tax 
structure and having regard to the revenue 
needs of both the Centre and the States. 

(ix) To consider the interaction and the proper 
balance between indirect and direct taxes 
in the tax structure unile examining the 
role of indirect taxation in mobilising 
resources. 

(x) To make any other recommendations germane 
to the enquiry. 

3. Soon after the setting ur of the Committee, a 

questionnaire uas issued to elicit the views of 
Associations and organisations of all-India status 
representing trade, industry, labour and go-operative 
interests. Letters were also addressed to Central 
Ministers, Deputy Chairman of the Planning Commission, 

Stats Chief Ministers, eminent economists, public men, 
academicians and officers of the departments of Excise 
and Customs, seeking their suggestions on the kind of 
changes and re-orientation needed in the indirect tax 
structure. The questionnaire uas also given wide publicity 
through the press. The Committee held meetings at 
various centres and received suggestions and representations 
from a uide cross section of people, including 
representatives of trade, industry and labour, eminent 
men, senior officials of the Central Government (in 
various Ministries as well ae the departments of excise 
and customs) as also some State Governments, In addition, 
the Committee initiated research in a number of fielito 
relevant to its enquiry. The most important of these, 
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pertaining to the incidence of indirect taxes - the way 
they impinge upon different expenditure groups - could 
not be completed until October, 1977. In consequence, 
at the request of the Committee Government agreed to 
extend its life till the end of 1977. 

4. In response to an informal request from the 
Ministry of Finance, the Committee submitted an Interim 
Report in April, 1977. In it the Committee attempted to 
set out its general line of thinking, as a result of the 
meetings and discussions it had had, even though none of 
the studies the Committee had initiated had been completed. 
It uas the Committee's hope that the line of reasoning 

set out in the Interim Report might b8 of some use to 
Government when the occasion came to consider changes in 
tax rates at budget time and also that the Committee uould 
have the benefit nf the reactions of those uho had access 
to the Interim Report. 

5. The Committee has nou completed its work. Its 
findings, conclusions and recommendations are set out in 
this Report. Part I of the Report outlines in a condensed 
form the main conclusions and recommendations of the 
Committee. Part II makes a full and detailed presentation 
of the Committee's comments on the indirect tax system, of 
the results of the research studies instituted by it and 
of its recommendations on the reform of the indirect tax 
system. 



1. THE TASK 


1.1. The terms of reference assigned to us are 
wide ranging and the issues involved are complex. 

The task before the Committee is to suggest measures 
which would build a mare enduring system in the field 
of indirect taxation. In doing so we have to recognise 
the important contribution that indirect taxes fnaka to 
Central and States' revenues. 

1.2. The share of indirect taxes in the total 
tax revenue of the Centre and the States has been 
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The share of indirect taxeg in the total tax revenue 
ia not only much higher than that of industrialised 
countries - about 45 par cent, on the average - but it 

ie p,lso appreciably higher than the average share for 
most developing countries. 

1.3. The reasons for much greater reliance on 

indirect taxes in a developing country like India are 
uell known. In an advanced economy with a high per 
capita income and a production structure characterised 
by relatively large business undertakings, the Govern¬ 
ment is able to derive the major part of its tax 
revenue through the direet taxation of individuals and 
businesses. On the other hand, in a developing economy 
characterised by leu personal incomes and preponderance 
of small proeucere and traders, the collection of small 
amounts of direct tax frem a multitude of lou income 
earners presents insuperable difficulties. Therefore, 
it is only through indirect taxation that the vast 

majority of the population can be made to contribute 
to revenues. 

1*4* The need for additional revenues has been 

rising steadily from year to year and from plan to 
plan, to provide the resources necessary for public 
sector investment and to meet the growing cost of 
general administration including defence, by imposing 
such restraints on current consumption as are necessary 
to divert real resources. 
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^•5. It is not possible for the Committee to 

express any views on a priori grounds regarding the 
level of indirect taxation as a whole. How heavy the 
burden of taxation should be, calls for a judgment - 
which is partly political - about the sacrifices which 
the people could be called upon to make and, partly 
economic - based on considerations relating to savings, 
consumption and capital formation, as well as the 
relative roles of private and nublic investment in 
the country r s economic development. This judgment can 
only be exercised by Government. 

1«6. Uhat we, as a Committee, can and intend to 

do, in accordance with our terms of reference, is to 
discuss the structural aspects of indirect taxation.- 
Ue are proceeding on the assumption that any changes 
we pronose should ensure an adequate and rising flow 
of resources to Government and pave the way for an 
integrated indirect tax system in the country which 
is more efficient, more equitable and better oriented 
to further the objectives of planned development. 



2. SO UNDNESS OF INDIRECT TAX SYSTEM 
IMPORTANT CRI TERIA 

2.1 The prime objective of a tax system should 

obviously be to provide sufficient revenues. A sound 
tax system should also satisfy the following criteria. 
First of all, it should have an adequate measure of 
built-in elasticity with reference to national income, 
so that as the national income rises, the revenues also 
go up at least proportionately, if not, at a higher rate. 
Secondly, from the social angle, the tax burden should 
b8 progressive, so that it impinges more heavily on 
those uho are better off than on those who are poor. 
Thirdly, since indirect taxation has an impact on 
production, employment and investment as uell as 
relative costs and prices, it should not be so much 
as to militate against national priorities and efficient 
use of. economic resources. Fourthly, the procedures 
for the levy and collection of taxes must be such as to 
ensure that there is the minimum of cost, harassment 
and occasions for litigation. 

2.2. From the revenue angle, one of the weaknesses 

of the existing structure of indirect taxation is that 
it does not have an adequate built-in elasticity. Each 
year the tax rates need to be revised upwards on a 
variety of items in order that the revenue requirements 
may db met. When circumstances warrant an increase in 
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the tax burden on the community, an upward revision 
of tax rates cannot be avoided. But when there is no 
intention to raise the tax burden and what is desired 
is. merely, that the same percentage of national income 
should accrue to the exchequer, a 6ound tax structure 
should be capable of ensuring that as incomes rise, as 
production increases and consumption goes up, the same 
rates of tax should result in a proportionate rise in 
revenues. Indeed, if the tax system had an income 
elasticity of greater than unity, th-e percentage increase 
in revenue would automatically be higher than the per¬ 
centage increase in national income. The need to make 
an upward revision of tax rates on particular products 
each year would then be reduced and the tax structure 
would acquire greater stability and would also become 
enduring. 

2.3 In determining the rates of tax applicable to 

different products. Government - both at the Centre and 
the States - have been attaching the utmost importance 
to minimising the burden on lower income groups while 
having a heavier imposition on those who are better off. 
However, the compulsions of mobilising adequate resour¬ 
ces and the overwhelming preponderance of low income 
groups in the community have made it inevitable that 
quite a number of the basic necessities of the common 
man should be taxed. The ef'fort nevertheless has been 
and must be to tax articles of mass consumption at 
relatively low rates so as to ensure an adequate measure 
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of progression. The studies we have had made indicate 
that this laudable effort has been successful upto a 
point. We examine later the ways in which a greater 
measure of progression can be imparted to the structure 
of indirect taxation to make it more equitable. 

2.4. In trying to promote social justice through 

indirect taxation, it is not enough to. consider merely 
the burden that the tax imposes on the consumption of 
the lower income groups. The tax system could also 
help to raise ;the income levels of the poor by 
generating additional employment. Products which 
have a high potential for additional employment could 
i>e.ll be taxed at relatively lower rates even if they 
are consumed by relatively higher income groups. 

In the interest of soeial Justice, attention should 
be paid not only to the impact of taxes on expenditure 
but also oh income, not only on consumption but also 
on production. 

Z, 5. Differentiation i* the rates Of tax on 

different products is not without certain economic 
consequences. As a rule, the level of consumption of 
any product tends to decline as the levies on it 
are raised. In consequence, production, investment 
and employment in particular industries are apt to 
show a downward trend. The extent to which this 
happens depends on what is known as the elasticity 
of demand. For soms products, usually in the nature 
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of necessities without close substitutes, the demand is 
inelastic and the decline in consumption as a result 
of higher taxation is small. But the burden may 
fall on a section of society which we do not want to 
tax heavily. Then, there may be secondary effects on 
tho output of other commodities the demand for which 
may fall as a result of consumers spending more money 
on the taxed commodity. At the other extreme, there 
are products the demand for which is highly elastic. 
Their consumption falls more than proportionately to 
the rise in prices occasioned by higher taxation. 

If tax rates on such products are raised very high, 
not only can ttyere be a fall in their production but 
there can even be a decline in the revenues derived 
from them. Apart from the direct impact of taxation 
on production, the expenditure of revenue by Govern¬ 
ment leads to an increase in the demand for various 
goods and services and this may have an impact on the 
pattern of production. The effects of differential 
taxation of commodities, on the allocation of 
resources as well as on production and employment must 
be kept in view in evolving a sound tax system. 

2.6. There is a school of thought which urges that 

taxation should be neutral in the sense that it should 
not affect the freedom of choice of the consumer as 
between different products, of the producer as 
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between different raw materials and other inputs and 
of the investor, as between different lines of 
production. Uith our commitment to planning it would 
be entirely legitimate to have recourse to different 
rates of indirect taxation on different products in 
order consciously to influence production and invest¬ 
ment. At the same time such differentials in tax 
rates introduced on merely revenue considerations 
militate against the priorities; they may only frust¬ 
rate rath,er than fulfil our objectives. While 
indirect taxation can be used for purposes of 
beneficent Intervention in the market, it should not 
through unintended and unnecessary changes in 
relative prices and costs give the wrong signals to 
the economy. It snould consciously promote and not 
inadvertantly affect the efficient allocation of 
resources. 

2.7. Any restructuring of the tax system cannot 

but take the fullest possible note of administrative 
problems. A theoretically perfect system may well 
break down In practice. During the course of our 
enquiry, we have heard numerous complaints about the 
irksomeness and the inequity of procedures, not only 
from those subject to indirect taxation but also from 
those who are responsible for tax collection. 

There is a clear need for simplifying procedures and 
also for some changes in the law in order that 
assessment disputes are minimised and disposed of 
speedily. 
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3. PRESENT TAX SYSTEM - ITS EVOLUTION AND 
~ UEAkNgSSES 

3.1. At the time of Independence, India inherited 
a system of indirect taxation in which the bulk of the 
revenue came from customs duties - import duties - at 
relatively low rates covering practically all imports, 
and export duties on a few selected items, like jute and 
tea, for which India enjoyed a somewhat monopolistic 
position in world markets* Excise duties were levied 

on about a dozen articles in all including m tor spirit, 
tobacoo, salt and matches* Sales taxes, whic. had begun 
to be imposed by provincial Governments after the nece- 
ssary powers had been given to them under the Government 
of India Act, 1935, covered a somewhat limited range of 
items at rather low rates to start with, but the cover¬ 
age was steadily extended* 

3.2. In the years following Independence, as reve¬ 
nue requirements began to mount, excise duties began to 
gain in importance over customs duties because, on the 
consideration of conserving foreign exchange, only 
highly essential items were allowed to be imported and 
the accent of policy was on stepping up domestic pro¬ 
duction at the expense of imports* To start with, the 
level of excise duties an particular items was raised 
year after year* Soon the n6ed was felt to widen the 
tax base by bringing more itema within the excise net* 

In doing so, the emphasis at the early stages Was on 
the taxatScon of raw materials and intermediate pro- 
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ducts in preference to consumer good9 f because of adminis¬ 
trative considerations. An excise on steel could be 
collected from the relatively feu producers in the field 
far more easily and economically than a levy on the thou¬ 
sands of manufacturers of steel products^ An additional 
factor which spams to have influenced the extensive taxa¬ 
tion of industrial inputs rather than finished consumer 
goods uas that a tax which was seen to f all on articles 
of mass consumption, particularly on those consumed by 
lower income groups, gave rise to much more resentment 
and criticism than the concealed levies which f#ll on the 
same products through the taxation of inputs. A levy on 
aluminium sheets (circles) was more readily acceptable 
than a levy on aluminium utensils though the former also 
affected the consumer price of pots and pans. Over time, 
the compulsions of raising additional revenues led to 
a steady extension of excise duties to more finished 
consumer goods as well. And through the Budget for 
the yoar 1975-76, a low levy of 1 per cent - raised to 
2 per cent in the Budget for the year 1977-78 - was 
imposed on almost all manufactured products which wer-e 
not otherwise covered by excise duties. 

3.3. Import duties too, in the years after Inde¬ 

pendence, were repeatedly raised to provide additional 
revenue as well as for the protection of domestic 
industries and conservation of scarce foreign exchange. 

In the middle of 196$, with foreign exchange reserves 
falling below fe.100 crores, import duties were raised 



11 


to unprecedented heights* Speaking broadly, three rates 
came into effect — 40 per cent* for machinery, 60 per 
cent for industrial raw materials and 100 per cent, for 
manufactured goods* As a result of subsequent changes, 
particularly in 1971, and the levy of an auxiliary duty, 
the duty presently amounts to 45 per cent, on most basic 
raw materials and machinery, 75 per cent, on processed 
industrial materials and semi^processed goods and 120 
per cent, on fully processed goods including consumer 
goods* Certain items like foodgrains, are allowed duty 
free while there are other items on which the levy is 
above 200 per cent. In addition to these duties, a 
countervailing duty, equivalent to the excise duty for 
the time being leviable on like articles if produced or 
manufactured in India, is also collected in most cases* 

3*4* Sales taxes levied by State Governments have 

also steadily increased in importance* Their coverage 
has been extended to include not only consumer goods but 
alao raw materials and components and other inputs that 
go into the production of consumer goods as well as 
capital goods* The system of levy of sales tax varies 
from State to State* The three main types are the 
single point, double point and the multipoint, the 
last having the character of a general turnover taX* 

In practice, there are mixtures of these types in 
individual States* 

3.5* In addition to the three principal indirect 

taxes referred to above, there are a few othors to be 



taken note of. One is the octroi duty which is levied 
in some States by municipal bodies on goods entering 
into the municipal area - usually on the basis of their 
weight. These duties are meant to enable the municipal 
bodies to raise their own resources. Then there are the 
excise levies on medicinal and toilet preparations 
containing alcohol or narcotics whoso proceeds accrue 
to the States though the imposition is under a Central 
enactment, namely, the Fledicinal and Toilet Preparation 
(Duties of Excise) Act, 195S. To prevent the possible 
misuse of these preparations as intoxicants, the levies 
on these preparations were kept higti. Through the 
Finance Act, 1976, the rates were further increased. 

In this process, a number of drugs needed for the treat¬ 
ment of very serious ailments also get taxed at very high 
rates. Ue have also State Excise levies on liquor, 
which yield about Ps.460 crores per annum, though' 
their percentage share in States' own tax revenues have 
declined since 1950-51 . The taxes on road transport 
operations, namely, motor vehicles tax and tax on goods 
and passengers also contribute more than Rs.400 crores 
a year and have been a fairly steady source of revenue 
for the States. 

CASCA DING EFFECTS 

3.6 From the brief account of the evolution of 

various indirect taxes in the country, the most sigr - 
ficant weakness of the system which comes to notice 



is that it is not an integrated system but a juxta¬ 
position oP a number of systems* Though the levies 
fall mostly on the very same products, their cumulative 
effect is not looked at or regulated by any single 
authority* While individually the systems do pay 
regard to progression as uell as to economic factots , 
since the main emphasis in each of these levies is to 
bring in revenues and since each of them has been 
subject to ad hoc autonomous changes under the pressure 
of circumstances, their cumulative effect does not 
adequately subserve these objectives* 

3*7* When taxes fall both on inputs and On the 

final product, such of these taxes as are levied on an 
ad valorem basis fall not only on the value of the pro¬ 
ducts but at each stage they fall on the taxes that may 
have been earlier levied on them. Alongside, there is 
an escalation of costs and profits at each stage* When 
an input is subjected to excise and/or sales tax, the 
manufacturer uho uses it needs a larger amount of work¬ 
ing capital to maintain the necessary stock of the 
inputs* In the process, the cost of his final product 
gets raised* Besides, uhen he uorks out his own profit 
margin as a percentage of his costs and arrives at a 
price, he earns - justifiably in his opinion - a higher 
quantum of profit. On this price the excise on the 
finished product is worked out* Then comes the sales 
tax which is levied on the price inclusive of excise 
duty. Thereafter, the product goes to the wholesaler 
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and then the retailer, each of uhom once again has to 
get a larger amount of finance from the banks which 
raises his costs and profit expectations. 

3.8. The snowballing which has been described in 
the preceding paragraph is usually referred to as the 
phenomenon of cascading, the effect of which is to raise 
consumer prices, because of the escalation of costs 

and profits by more than the sum total levy which the 
different taxes cumulatively add up to. In other words, 
the increase in consumer prices due td cascading is 
appreciably greater than what accrues to the exchequer 
by way of additional revenue. 

3.9. The undesirable consequences which flow from 
the phenomenon of cascading are many, the most important 
of which are the following:- 

(a) With widespread taxation of inputs by 

more than one authority it is not possible 
to control the incidence on final pro¬ 
ducts. It is only after a great deal of 
research, sometimes not even then, that 
the total increase in the cost and price 
of a final product due to multiple 
levies on intermediates can be deter¬ 
mined. As the total effective tax 
incidence on any given product becomes 
fortuitous, the task of grading levies 
on different products on the criterion 
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of placing a lower burden on the poor 
and a higher burden on the rich becomes 
more difficult* Thus,by way of illus¬ 
tration, on insulin, an important anti¬ 
diabetic drug, and chloroquin phosphate, 
an important anti-malarial drug, while 
the nominal rate of excise is 2 per cent* 
and even sales tax has been kept low at 
4 per cent.in some States, the cumulative 
levy adds up to nearly 27 per cent*and 
33 per cent*of ex-factory price, 
respectively. 

(b) The taxation of inputs tends to promote 
vertical integration, encouraging indus¬ 
tries to produce more and more of the 
inputs needed by them rather than purchase 
them from ancillary industries* To 
discourage this trend, excise duties 
are often levied on components manufac¬ 
tured by a producer for captive consump¬ 
tion* But this solutioft cannot work in 
respect of sales tax* Since no sales 
of components take place in such cases,sales 
tax cannot be levied on then* Thus 
the levy of sales tax on bought out 
components hits the growth of ancillary 
industries ih the snail scale sector 
which supply to the larger manufactu¬ 


rers* 
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(c) The use of indirect taxation as an economic 
tool also gets blunted. Varying rates of tax 
on raw materials and intermediates imposed 
for revenue reasons affect producer’s choice 
between different factors of production in 
unintended ways. This leads to the unecono¬ 
mic use of scarce resources and misdirection 
of•investments contrary to national priori¬ 
ties • 

(d) The general escalation of costs due to cas¬ 
cading, apart from the inequitable burden it 
places on different income, groups within the 
country, acts as a positive handicap in the 
efforts to increase exports because it redu¬ 
ces the competitiveness of Indian products 

in overseas markets. Although an elaborate 
system for the grant of drawback of duties 
has been evolved, the amount of drawback 
granted seldom equals the actual customs and 
excise duties paid at successive stages of 
the manufacture of a given product. Further 
the sales taxes paid are not taken into 
account in the drawback calculations. There 
is, therefore, a recurring need for giving 
various forms of cash assistance and other 
incentives to Indian exporters which often 
result in the imposition of anti-dumping 
duties and other restrictions by import¬ 
ing countries* 
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3.10. The fallowing table Illustrates the ways in 
uhich different duties and taxes levied by different 
authorities bring about a marked difference between the 
nominal rates of excise duties and sales taxes imposed 
on the products and the total cumulative levies on them. 

TABLE 


Product Input duties/taxes as 

percen- 

Nominal 

excise 

Total cumu¬ 

descrip- taqe of 

ex-factory pri 

ce 

duty/sal 
on finis 

es tax 

lative duty 

tion Customs 

Excise 

5ales 

hed 

as percent¬ 


or coun¬ 

tax 

Total 

product 


age of ex¬ 


tervai¬ 



Excise 

Sales 

factory 


ling 



. % 

mm mm mm mm 

tax 

price 




% 


1 2 

3 

4 

5 

6 

7 

8 

Insulin - 
anti- 

diabetic 21.1 



21.1 

2.0 

4.0 

27.2 

dtUQ 

Ctiloroquin 







phosphate 

antimala- 







rial druq 37.2 
Anal gesip 
tablets 

13 ' 6 

0.5 

N8g. 

37.7 

2.0 

4.0 

43.8 

1.0 

0.9 

15.7 

12.5 

3.0 

31.6 

bulb 60U 8.5 

Flourescent 

9.2 

1.4 

19.1 

15.0 

4.0 

38.7 

tube light 2*7 
"CeTTIHgran 

5.9 

1.4 

10.0 

40.0 

4.0 

55.6 

1200 mm 







sweep 3.2 

B'ry cell- 

4.1 

4.2 

11.5 

15.0 

14.0 

42.6 

batteries 13.8 

6.3 

1.9 

22.0 

20.0 

9.0 

52.8 

- 

Cabinet - 

Refrigera¬ 

10.1 

3.8 

13.9 

20.0 

15.0 

51.9 

tor 286 

litres 5.5 

Water 

9.8 

2.9 

18.2 

75.0 

15.0 

119.5 

cooler 17.5 

Commercial 
vehicle 
(trucks 

5.2 

3.5 

26.2 

20.0 

20.0 

70.3 

and bus 







chassis) 3.1 

8.0 

2.1 

13.2 

12.5 

12.0 

39.2 
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1 

2 

* I'm 

4 .. 

5 

6 

^ •* • ^ 

7 

8 

Truck 

tyres 

(Nylon 

Cord) 

16.1 

1.3 

4.1 

21.5 

55.0 

10.0 

92.0 

Storage 

battery 

11.9 

2.0 

1.0 

14.,9 

17.5 

16.5 

51.7 

Asbestos 

roofing 

sheets 

14.4 

10.3 

0.8 

25.5 

15.0 

6.6 

48.1 

PVC ar¬ 
moured 
cable - 
Alumini¬ 
um con¬ 
ductor 


21.7 

8.0 

29.7 

5.0 

4.0 

38.9 

Enamelled 

copper 

winding 

uire 

1 

22.5 

15.a 

3.3 

41.6 

10.0 

4.0 

56.0 


Note:- the above figures in cols. 2 to 5 which are for 

certain representative products of selected manu¬ 
facturers, give only the effect of taxes on first 
stage inputs. If the impact of taxes paid on inputs 
of inputs is also taken into account, the cumulative 
levy will be significantly higher in several cases. 
Thus, in the case of commercial vehicle, it is 
estimated that the impact of taxes on inputs of 
inputs is itself about 6.88% of the ex-factory 
price. Further, sales tax rates vary from State 
to State and the rates applied here are those 
known to be applicable in the State in which the 
factory manufacturing the product is located. 

3.11. It is. evident from the 'table that in the phe¬ 
nomenon of cascading a number of taxes play their part.. 

Ue have procedures, to which ue shall turn later, to 
give relief from cascading in so far as they relate to 
excises. But excise does not always appear to be the 
major element in causing distortions. Therefore, when 
we deal with sales taxes ue have discussed this aspect 
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more fully* ye have also examined the question of giving 
relief from import duties on inputs keeping in view the 
economic considerations! namely, protection to indis try 
or discouraging the use of scarce inputs* 

3*12* For the rationalisation of the indirect tax 
system, therefore, it would not be enough to think of 
possible reforms within each individual tax system, but 
also to consider in what ways the problems created by the 
inter-action of the different taxes levied by different 
authorities can be brought under a discipline which will 
ensure that they function in unison and harmony to promote 
common objectives and serve the needs of resource mobi¬ 
lisation, promotion of social justice and conformity 
to economic priorities* 
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4. DISTRIBUTION OF THE BURDEN OF 
“INOI R'ETT"TAXATION 


4.1 One of our terms of reference requires us to 
examine the incidence of indirect taxation on households 
in different expenditure groups. An attempt to measure 
the incidence of indirect taxes in India uas last made 
by the Department of Economic Affairs, Ministry of 
Finance in 1968-69, and it related to the year 1963-64. 
That study, as well as earlier ones, uas based on 
National Sample Survey (NSS) data on consumer expenditure. 
In order to get a more up-to-date picture of the 
distribution of the burden of indirect taxation among 
households, ue commissioned the National Institute of 
Public Finance and Policy to undertake a fresh study of 
incidence on the basis of comprehensive consumer 
expenditure data collected by NSS for the year 1973-74. 

4.2 While the present study has broadly adopted the 
same assumptions and basic procedures as the earlier 
ones, an attempt has been made to incorporate several 
improvements in methodology and to use additional 
information for the purpose of allocating tax burden. 
Mention may be made in particular of the allowance that 
has been made in the present study for the fact that 
taxes falling on goods used by Government should not 

be allocated to the household sector. Also, collection 
of commodity-ui8B data on sales tax yield enabled a 
botter allocation of sales tax burden then in the 



earlier studies. However, several limitations remain. These 
as well as details of methodology and sources of data 
together with a fuller treatment of the study, are given 
in Part II of the Report. In spite of the limitations, 
the estimates that we have obtained from the Institute’s 
study may be said to reflect at least the broad pattern 
of the distribution of the burden of indirect taxation. 

The table below gives indirect taxes paid as per cent of 
consumer expenditure (cash as well .. total) for different 
per capita expenditure groups, ranging from the poorest 
group with a monthly per capita expenditure not exceeding 
fe.15/- to the highest expenditure group with a monthly 
per capita expenditure above Rs.lOO/-. 

TABLE 

Indirect Taxes As Per Cent*Of Total Expenditure 
And Total Cash Expenditure By Per Capita Expenditure 

Groups 

^ 2973 - 74 ) 

Rural Urban All India 

Monthly T ax as Tax as Tax as Tax as Tax as Tax as 
per per cent per cent per cent per cent per cent per cent 

capita of total of total of total nf total nf total of total 


expenditure 

oroup 

Tin fe.) 

expendi¬ 

ture 

cash 

expen¬ 

diture 

expen¬ 

diture 

cash 

expen¬ 

diture 

expen¬ 

diture 

cash 

expen¬ 

diture 

0-15 

2.91 

4.55 

3.63 

4.44 

2.96 

4.56 

15-28 

3.33 

5.25 

6.31 

6.79 

3.63 

5.46 

28-43 

4.45 

7.27 

7-36 

7.93 

4.89 

7.41 

43-55 

6.18 

10.32 

9.66 

10.31 

6.85 

10.31 

55-75 

6.71 

11.40 

11.86 

12.70 

7.92 

11.82 

75-100 

10.02 

16.43 

14.80 

15.85 

11.40 

16.21 

100 4 above 

16.17 

22.46 

30.19 

31.35 

21.96 

26.77 

All house- 

8.03 

12. 87 

17.96 

19.03 

10.54 

14.96 


holds 
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4*3 In this presentation, all households tfith per 
capita expenditure per month above fb.100 are lumped 
together into one class* Considering that per capita 
expenditure of fb.100 per month would mean only about 
fb. 500 or 600 of household expenditure per month, (or 
lb*6000-7200 per year), one would certainly have liked 
to have this broad group broken down to represent the 
middle, upper middle and rich households' expenditures. 
However, we understand that in canvassing information 
on consumer expenditure the NSS had broken them down 
into only three Catsoories namely, per capita expend!'* 
ture groups 4^100—50, lb.150 to fe.200 and lb.200 and 
above. And in the advance tabulation spoolally done 
•or ue only a limited number of groups could be accomo¬ 
dated and these groups were coalesced into one. The 
moat important feature of the estimates presented ia 
that they indicate a progressiva distribution of the 
tax bufrden in terms,pf per cent, of expenditure. Thus, 
taking rural and urban household* together, we find that 
the indirect tax burden expressed as a proportion of 
expenditure increases progressively from about 3 per 
cent, for households with per capita monthly expenditure 
not exceeding lb. 15/- to nearly 22 per cent, for those 
in the group with expenditure above ffe.100 per capita. 
Even if the highest expenditure group is left out, the 
percentage burden Is nearly four times on thB next 

higheet expenditure group (lb,75-fb.VOO per capita) as on 
the lowest expenditure group. 

4.4 The same progressive pattern of distribution 
of indirect tax burden is seen to prevail smong rural 
and urban households taken separately, except that the 
burden on the urban households is distinctly higher 
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than on the rural households in the corresponding expenditure 
classes. This difference is partly due to the higher 
proportion of non-cash expenditure for the rural households, 
particularly in the lower expenditure classes, and partly 
due to differences in the pattern of consumption between 
rural and urban households. The study of incidence by the 
Ministry of Finance for the year 1963-64, referred to 
earlier, also revealed a progressive distribution of indirect 
tax burden, but it is important to nota that the present 
study indicates a much more progressive distribution of the 
burden than the Ministry's. Although the expenditure groups 
used in the two studios arB not strictly comparable, it 
could be said that the percentage burden on the louest 
expenditure groups is shown to be significantly smaller 
in our study, uhilo the burden on the highest expenditure 
group is only marginally different, 

4,5 It should be remembered that the progression that 

we have found is only with reference to expenditure. One 

would like to know if the distribution is also progressive 

in terms of percentages of inoqmsa of households, i.e., 

whether upper incoma groups pay a higher proportion of 

their income as indirect taxes. Unfortunately, we are not 

in a position*to provide an answer as the distribution of 

income by expenditure groups - or vice versa - is not known. 

It is likely that at the upper end of the income scale, 

consumption expenditpro becomes a lower proportion of 

income than it is at the lower end. So indirect taxes msy 
reduced progression or even 

tend towardsZrogression at the top. However, the fact that 
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the top expenditure group in urban areas (which would 
also be the top income group in the country) pays as much 
as 30 per cent* of its expenditure as indirect taxes 
indicates clearly that if the highly progressive direct 
taxes which the more well to do in that group pay (or 
should be paying) are also taken into account, the tax 
structure as a whole in India is progressive with respect 
to income. And as far as indirect taxes alone are concerned 
it is noteworthy that, in spite of the widespread taxation 
of inputs, the tax structure turns out to be uniformly 
progressive over the entire range of expenditure considered. 

4.-6 While the structure of indirect taxes is 

progressive with reference to expenditure, it cannot be 
overlooked that indirect taxes fall even on the poorest 
sections of society. Thus, urban households with monthly 
par capita expenditure of Rs.15 or less at 1973-74 prices 
(corresponding to Rs.19.5 dt less at current prices) pay 
3*6 per cent, of their meagre expenditure, which is 
likely to.equal or exceed their income, in taxes; and 
those ip the Rs.15 - Rs.29 per capita expenditure group 
(Rs.19.5 - fc.36.4 at current prices) pay as much as 6.3 
per cent, of expenditure in indirect taxes In absolute 
terms, this means that an urban family of five spending 
Rs.75 per month pays about Rs.2.70 per month as indirect 
taxes uhilst a similar family spending about Rs.140 per 
month pays about Rs.8.85 per month. As far as the 
first group is concerned, the main contributors to 
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the burden are: central excise on sugar, fertilizers (through 
consumption of agricultural products), tyres and tubes (used 
by buses and trucks) and jute manufactures (used for moving 
foodgrains), and sales taxation of foodgrains and atta. 

A8 far as the latter group is concerned, the main contributors 
to the burden are; central excises on sugar, tobacco products, 
iron and steel, diesel oil (through use of trucks and buses) 
and jute manufactures (for moving foodgrains) and sales 
taxes on foodgrains and atta, vegetable oils and fats and 
jute manufactures. 

4.7 The table belou gives details of the share of Central 
and State indirect taxes, in the tax component of consumer 
expenditure by various per,capita expenditure groups. 

TABLE 

Central and State Indirect Taxes 
as Per Cent of Consumer Expenditure 
by per capita expenditure groups 
_( 1973-74) _,_ 



Monthly expenditure 

groups 

(in Rs.) 





0-15 15-28 28-43 

43-55 

55-75 

75-100 

100 

and 

above 

frAAse- 

holds 

_UJ _ 

m _.'ii) zjjnz. 

-JJ V _ 


.ILL. 

M, 

ID_ 


R ura l 


Central Taxes 


1.85 

2.58 

3.68 

4.25 6.32 

10.30 

4.99 

Central Excise 1.42 

1.50 

2 .or 


372T 4.85' 

778T 

3;sf 

Import duty 

0.2b 

0.37 

0.58 

0.76 

0.99 1.48 

2.43 

lil4 

State taxes 

1 , 23 . 

1.47 

1.86 

2.50 

2.56 3.70 

5.87 

3.04 

Salas tax 
(including 
sales tax 

0,67 

0,85 

1.02 

1.23 

1.31 1.77 

2.60 

1.49 

on motor spirit) 
State excise* 0,22 

0.27 

0.32 


1.82 

0.73 

Others 

All indirect 

0-34 

0.35 

0.53 

Y 

6 ./i }p*.gk 

1.44 

0.83 

T axes 

2,91 

3.33 

4,45 

D. 18f 

16.17 

8.03 


*on alcohol vc- 
drinks^. 
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Monthly expenditure groups (in fe.) 



0-15 

15-28 

28-43 

43-55 

55-75 

75-100 

100 

All 








and 

house- 








above 

holds 

SHKIIlHHni 


mam 

14) 

■ei 

(6) 


■OJH 

b) 

Urban 









Central Taxes 

2.42 

3.74 

4.56 

5.97 

7.61 

9.41 

20.99 

12.03 

Central Excise 2.$5f 

snrr 

3775 

OT 

572F 

7777 

16.78 

T.7T 

Import duty 

0.00 

0.63 

0.81 

1.03 

1.36 

1.63 

4.21 

2.30 

Stato Taxes 

I*. 2 ). 

2.57. 

2.80 

3.69 

4.25 

5.40 

9.20 

5.93 

Sales tax 







(including 
sales tax 
on motor 

0.30 

1.63 

1.86 

2.35 

2.69 

3.01 

4.51 

3.23 

spirit) 

State excise 

0.00 

0.13 

0.02 

0.20 

0.16 

0.79 

2.27 

1.01 

Others 

0.91 

0.82 

0.92 

1.14 

1.41 

1.60 

2.41 

1.69 

All Indiract 

T axes 

3.63 

6.31 

7.36 

9.66 

11.86 

14.00 

30.19 

17.96 

Rural and Urban 








combined 









Central Taxes 

1*72. 

2.05 

2.88 

4.13 

5.04 

7.21 

14.71 

6.77 

Central Excise 1.47 

lJSS 

7757 

373T 

7797 

7.-57 

IT.T3F 

5737 

Import duty 

0.24 

0.39 

0.61 

0.81 

1.07 

1.52 

3.16 

1.43 

State Taxes 
Sales tax 
(including 


1.56 

2.01 

2.73 

2.88 

4.19 

7.24 

3.T7 

0.65 

0.93 

1.16 

1.44 

1.63 

2.13 

3.39 

1.93 

sales tax on 
mstor spirit) 

State Excise 

0.21 

0.25 

0.27 

0.54 

0.32 

0.89 

2.81 

0.80 

Others 

All Indirect 

T axes 

.0*12 

£*41 

3.62 

£.£9 

4.89 

°t7* 

6.85 

0.92 

7_.9_2 

1.18 

11.40' 

1.85 

2T.T6 

1.04 

ltf757 


One significant conclusion that can be drawn from this 
tablo is that Central taxes have a much greater progression 
in comparison to State taxes. 
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4*8 Tha table bslou glues a broad oicture of the 

distribution of the burden of taxes on selected consumer 
goods and intermediates among urban households in 
different expenditure groups. 

TABLE 

Distribution of th8 burden of indirect taxes 
as per cent of total consumption exoenditure 

(1973-74) 



Food grains 

0.30 

0.37 

0.36 

0.33 

0.28 

0.24 

0.18 

0.26 

and atta* 

Sugar 

0.61 

0.46 

0.60 

0.55 

0.54 

0.51 

0.38 

0.47 

Tea 4 Coffee 

0.00 

0.05 

0.14 

0.15 

0.22 

0.33 

0.28 

0.23 

Vegetable 

0.00 

0.33 

0.46 

0.52 

0.50 

0.50 

0.40 

0.47 

products t 
oil & fats 

Kerosene oiJ 

0.00 

0.48 

0.51 

0.54 

0.51 

0.50 

0.45 

0.50 

Drugs and 

0.00 

0.09 

0.17 

0.23 

0.28 

0.36 

0.52 

0.36 

medicines 

T obacco 

0.00 

0.34 

0.57 

1.03 

1.16 

1.55 

3.12 

1.00 

products 

Liquor* 

0.00 

0.13 

0.02 

•0.20 

0.16 

0.74 

2.46 

1.03 

Cotton fabrics 

0.00 

0.12 

0.01 

0.18 

0.51 

0.59 

1.68 

0.81 

Art and rayon 

0.00 

0.00 

0.00 

0.02 

0.15 

0.25 

1.31 

0.52 

silk 

Hatches 

0.00 

0.05 

0.07 

0.10 

0.09 

0.06 

0.05 

0.07 

Soap and 

0.00 

0.08 

0.11 

0.11 

0.12 

0.12 

0.11 

0.11 

detergents 

Paper and 

0.00 

0.03 

0.03 

0.09 

0.21 

0.20 

0.31 

0.22 

paper products 
Motor spirit 0.00 

0.18 

0.21 

0.26 

0.28 

0.29 

4.45 

1.66 

Refined diesel 

0.00 

0.33 

0.35 

0.52 

0.73 

0.79 

1.36 

0.88 

oil 

Tyres 4 tubes 

0.61 

0.10 

0.10 

0.13 

0.16 

0.17 

0.39 

0.23 

Iron 4 steel 

0.00 

0.48 

0.54 

0.68 

0.76 

0.80 

1.30 

0.91 

Total for 

1.52 

3.62 

4.25 

5.64 

6.66 

8.08 

18.75 

10.53 

17 items 

Total incidence 3.63 

6.31 

7.36 

9.66 

11.86 

14.80 

30.19 

17.96 


for all indirect 
taxes 

*Taxes on thsse commodities are levied only by the 
States 







Tram this one can see at what level of expenditure taxes 
on important consumer goods become significant and also 
whether the incidence oftaxes o» particular goods is 
regressive or progressive. Among the food products, the 
ta-xos on sugar and foodgrains and atta affect all expenditure 
groups. Even the lowest expenditure group pays noarly 
one per cent* of its total expenditure nf less than ft;.15 per 
capita per month, as taxes on those products* As .might be 
expected, taxes on these products are regressive even 
with respect to total expenditure. However, in the case 
of sugar it cannot be assumed with certainty that the 
entire quantity of levy sugar purchased by the lower 
expenditure groups is consumed by them. Tq tho extant that 
such sugar gets diverted for other uses, the ragressivenoss 
may be overstated. On tho other hand the incidence in 
regard t-o cotton fabrics may bo understated as the general 
tendency is to ourchase them during certain seasons and 
the study may not have fully reflected such contingencies. 

The taxes on kerosene become significant at the level of 
the second lowest expenditure group fc.15-Rs.28 per capita 
per month , and its incidence tends to be prooortional 
with respect to expenditure* This is elsn broadly true 
of the.excise nn matches, although the ocrcentage burden 
is so low as to be of no great consequence. Taxes on 
drugs and medicinos also affect the poorer classes, although 
in their case the incidence is clearly progressive. A 
broad conclusion that emerges from this analysis is that 
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a reduction in tho weightngo of taxos on mass consumotion 
goods such as foodgrains, sugar and kerosene that tond to 
bo regressive or proportional, would sorve to increase tho 
degree of progression of tho indiroct tax system as a whole. 
As regards drugs and modicines, tho same purpose could bo 
served by reducing tho woight of tax on the more widoly used 
varieties of drugs. 

4.9 Another important fact brought out by tho above 

tablo is that t'hc taxation of certain intermediate products 

such as iron and stool, diesel oil and tyres and tubos, has 

a pervasive offcct .Thus, as pointed out earlier, the tax 

on tyres and tubes is one of tho imoortant elements in the 

tax burden of the lowest expenditure group tho tax on 

iron and stool end refined diesel oil roach all but tho 

lowost expenditure groups Howover, the incidence of those 

taxes turns out to be progressive. But when wo look at tho 

problem from the standpoint of oquity and social justico, 

tho more fact of progression is not enough and our aim must 

be to have lower rates of taxation on what we regard as 

basic necessities and articles whose consumption wc want to 

promoto rather than discourage. From this angle, it would 
be 

have to examinedwhothcr the level of tho levies on certain 
product groups such as drugs ‘'Vrd medicines or those which 
impinge on transport costs, would need some reconsideration. 
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4.10 Tha sharas of tha different expenditure groups 

in total consumption axpanditura and their respective 
sharas of indiract taxes have also been worked out. The 
information presantad in tha table below also gives tha 
percentage of the population irt difforont axpanditura 
groups. 

TABLE 


(figures give per cant of total^ 


Par capita 
consumption 
expenditure 
(rupoos/month) 


Share of 

i1973-74) 

Population 
of house¬ 
holds 

Consumption 
expendi¬ 
ture of 
households 

Consumption 
expendi¬ 
ture of 
households 
loss 

indirect 

taxos 

Indiroct 
T axes 

l 

2 

3 

4" 

5 

Upto 15 

0.64 

0.14 

0.15 

0.04 

15-28 

11.19 

4.58 

4.93 

1.58 

28-43 

29.80 

18.75 

19.93 

8.70 

43-55 

20.31 

17.42 

18.14 

11.33 

55-75 

19.63 

22.08 

22.73 

16.58 

75-100 

10.16 

15.35 

15.20 

16.61 

Abovo 100 

B.27 

21.68 

18.92 

45.16 

Total 

100.00 

100.00 

100.00 

100.00 


4.11 It is seen that tha highest expenditure group, 

forming about 8 per cent- of the population, accounts for 
22 per cent, of consumption expenditure inclusive of 
taxos and contributes about 45 per cent to indirect 
taxos. Those taxos have the offect of reducing tho 
share of this group in consumption expenditure from 
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22 pur cent*to about 19 por cont.(Soe column 4?. At tho 
other end nf tho scalo, the louost two- expenditure groups, 
forming about 12 per cent* of tho population, account for 
only 4.7 por cent*of expenditure and contribute 1.6 per 
cont*of indirect taxes. As might be expected, thorc is 
quite an unequal distribution nf consumption expenditure 
with the share in population of the lowest throe, expenditure 
groups (41.6 per cent*) boing higher than their share in 
consumption expenditure (23.5 por cent*). At the upper 
and of tho scalo, the tun highest expenditure groups 
account for 37 per cent* of expenditure uhile their share 
in population is only around 18 per cent. 
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RATIONALISATION of the central exc i se duties 

5.1 The brief account given earlier of the evolution 
of Central Excise duties would show that it has passed 
through four distinct phases. 

(i) Reliance on taxation of relatively feu 

products mostly in. the nature of finished 
consumer goods; 

(ii,) Extension of tax net to inputs in preference 
to finished products; 

(iii) Taxation of a widening range of consumer 
products but on a selective basis; and 

(iv) Extension of the tax base to cover all industrial 
products except those deliberately excluded. 

5.2 Some of the weaknesses of the excise tax 
structure on which we dwell later arise from the fact that 
in reality there uas no clear shift in the policy 
regarding the pattern of taxation from one phase to 
another but a suoerimposition of the new phase on the old 
one without any attempt to make appropriate adjustments 

in taxes imposed earlier. To start with, heavy reliance 
uas placed on high taxation of relatively few products 
such as, tobacco, petroleum products and subsequently of 
certain basic raw materials. The high taxation of a 
select range of products including inputs has persisted 
even wh8n the tax base has been widened. Now that excise 
duties contribute over 50 per cent, of the total tax 
revenues of the Centre and transfer nearly 6 per cent, 
of the national income to it, we feel that the time has 
come when a conscious attempt should be made to rationalise 
th8 rate structure which has come into being as a result 
of hoc changes in the rates on individual products 
introduced from year to ysar. 
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ELASTICITY OF EXCISE DUTIES 

5.3 The first objective of any rationalisation 
must be to impart adequate income-elasticity to the 
system. A study by the National Institute of Public 
finance and Policy shows that for the period from 
1963-64 to 1974-75 the elasticity of excise duties with 
reference to national income worked out to only about 
0.75. If we could raise elasticity of excises to at 
least unity, if not higher, then there may be no need tn 
make changes in the rates on individual products from 
time to time. 

5.4 In our view, the lack of elasticity of excises 
has been due to inadequate coverage of commodities as 
well as the widespread reliance on specific duties 
which had been a characteristic in the past. Per contra, 
sales taxes have an income elasticity of more than unity 
because of their almost universal coverage and _ad valo rem 
nature. Excise duties have recently attained a near 
universal character and we welcome this development. Even 
if some products have to be exempted on social, economic 
and administrative considerations, the extended coverage 

of excises, as obtains presently, should improve the built-in 
elasticity of the system in the long run. 

5.5 Ubat is needed additionally to ensure adequate 
elasticity is a much greater use of _ad valorem duties in 
lieu of specific duties. The trend, we are happy to note, 
has been in this direction. However, since we have heard 
pleas both from the trade as well as from the administration 
in favour of specific duties as against ad val orem duties, 
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us set out below the pros and cons of the two types of 
duty and the reasons why ue prefer the extension of 
the jad val orem system: 

(a; Specific duties result in higher revenues only 
when there is an increase in the physical volume of the 
output. They do not yield additional revenues when on 
account of improvement in quality or for any other reason 
the value of the output goes up while the volume remains 
unchanged. Therefore, whenever prices rise, the proportion 
of it uhich accrues to the exchequer declines and the 
elasticity of revenue tends to bB less than unity. 

(b) Specific duties tend to be regressive. They fall 
more heavily on the cheaper varieties of a product uhich 
lower income groups consume. Thus, a specific duty on 
electric fans has a heavier _ad valorem incidence on the 
utility types and lower on the fancy ones. In general, 
with specific duties the producers tend to switch over 
their production to the more expensive varieties. An 

jacl valorem duty on the other hand encourages the 
production nf lower-priced goods. 

(c) The view is sometimes put forward that ad valore m 
duties, by accentuating the price rise, increase 
inflationary pressures. Ue do not agree with this 

view. Uben due to the shortage of a product or 
inflationary conditions prices rise and windfall profits 
are made, _ad valo rem, duties augment revenues and play an 
anti-inflationary role. It is only when the rise in 
□ rices is attributable to rise in costs that an _ad valorsm 
duty may be said to add to the price rise. Inflation 
in India has gsnerally been engendered by an imbalance 



35 


between demand and supply either because of a shortage of 
key commodities or a general increase in money suoply. 

Aid v alor em duties in such circumstances restrain rather 
than augment inflationary pressures. 

(d) It is also argued that ad val orem duties are 
difficult to administer as disputes over valuation are 
widespread. In our view, this objection is not without 
substance but the administrative difficulties could be 
got over more appropriately by legal and procedural 
reforms, which ue discuss later, than by reversing the 
healthy trend towards the extension of ad valorem rates. 

5.6 Once excise duties have become sufficiently income 

elastic by their extended coverage (a feature of recent 
origin) and the maximum passible switchover from specific 
to -?. d . v alorem duties, it would not be necessary to undertake 
an annual revision of the rates applicable to individual 
products which has been the characteristic of the past. 
Changes in the rates on individual products would, in that 
event-, be only necessary on economic considerations such 
as, to correct short term imbalances in demand and sunply, 
or to signal naw investment priorities. When it is 
desired to divert a higher percentage of national 
income to the exchequer, an uouard revision in rates 
w«uld no doubt be necessary but the increase on 
individual products would be small because it could 
be spread over a very wide field. The tax system 
would then attain a measure of stability. 
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TAXATION OF CONSUME R PR ODUCTS 

5.7 For the tax structure to be enduring 

apart from ensuring adequacy of revenues, it must be 
acceptable from the point of view of equity and be 
consistent with our economic priorities. The most 
important consideration in regard to equity is the 
degree of progression. Our study shows that the 
indirect tax system as a whole is progressive with 
respect to consumer expenditure. Yet we have to 
consider whether a greater measure of progression can 
be imparted to it. 8efore considering the possibili¬ 
ties of doing so, we must look at the existing rates 
of excise duties on the finished products which 
consumers buy. The first thing which strikes us 
about the prevailing rates is their very wide amplitude, 
ranging from 2 per cent to as high as 37D per cent, or, 
if we leave aside the tobacco and petroleum families 
the taxation of which has a logic of its own, from 
2 per cent to 100 per cent. There is also a multipli¬ 
city of rates within this wide range and the difference 
between the rate on one product and another is too 
small to be significant in a number of cases. Ths 
table below gives a broad indication of the different 
rates of ad valorem duties and the kind of consumer 
products which are subject to these rates, leaving 
out tobacco and petroleum products as well as the 
textile family the products of which are themselves 
subject to a wide variety of rates: 
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TABLE 


SI, Rate of 
No. Duty. 


nnnm 


Des'c'rip'tion of representative’ 
consumer products covered by the 
rate______ ____ 


1. 2% l/arious consumer products falling under 

item No.68 of CET, such as utensiis 
(other than of aluminium),cutlery, 
umbrellas,’furniture (other than steei), 
agarbattis, printing and writing inks, 
statiohery articles, spectacles and 
spectacle frames, brushes, leather 
manufactures, articles made of cement 
and concrete, fire-works, per-fumery. 
Ayurvedic and Homeoepathic medicines, 
artificial jewellery, boiled sweets, 
toffees etc. 


2 . 2 . 5 % 

3. 3% 

4 . 5 % 


5. 5.5/S 

6 . 6 ^ 


Certain categories of life saving drugs. 

Certain categories of soap containing 
sodium palmitate. 

Household laundry soap, vanaspati, low 
priced television sets, laboratory 
glassware, certain typos of calculators 
and photographic paper. 

Common varieties of white printing paper 
for exercise books and text books. 

Motor vehicle trailors. 


7. 1 0% Food products (Biscuits and 

Butter/Cheese ),chocolates, prepared or 
preserved foods such as jams, jellies, 
canned fruits, soups etc., tooth paste, 
low priced toilet soaps, typewriter, 
ribbons, High Alumina refractory cement,fans 
table pedestal, cabin, carriage, and 
circulator fans of smaller sweep, 
electric supply meters, agricultural 
tractors, motor cars used as taxis, 
forklift trueks,’ footwears, playing 
records, watches, clocks and time-pieces, 
adhesive tapes, pressure cookers, 
electric liqhting fittings (switches, 
chokes etc. ); polishes and creams 
(for footwear, furniture etc.) 
scouring powders and pastes. 
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8. 11# Miniature bulbs. 

9. 12# Electric fans for industrial use. 


10. 12.5# 


11 . 15 # 


12. 17.5# 

13. 20# 


Detergents, Patent and Proprietary 
Medicines (excluding certain life 
saving drugs), commercial vehicles, 
tractors (other than agricultural), 
two and three uheeled motor vehicles 
(scooters, motor cycles, auto- 
rictehaus ), certain varieties of coated/ 
waxed paper and paper boards. 

Levy sugar, simple aerated waters, 
fertilizers, certain varieties of 
printing and writing paper, higher 
priced toilet soaps, glass shells, glass 
globes and chimneys for lamps and 
lanterns, electric bulbs of wattage 
not exceeding 60 and sodium or mercury 
vapour discharge lamps, ceiling fans 
and other electric fans of higher sweep, 
office machines, vacuum flasks, radio 
sets of one or two bands, jeeps and 
motor cars other than passenger cars 
(e.g. pickup vans, ambulances etc.) 
of specified engine capacity. 

Passenger cars, Khandsari, Storage 
Batteries. 

Perfumed hair oils, iinoleum, water 
coolers, gramophones, record players, 
record playing/changer decks, higher 
priced television sets, cinematograph 
projectors, cameras, steel furniture, 
safes and strong boxes, zips, playing 
cards, metal jacketed dry batteries. 


14. 25# Tyres for tractors, motor cycles, 

scooters and auto-cycles, superior 
varieties of printing and writing 
paper (e.g. Art, Bond/Bank paper 
etc.), chinaware and porcelainware 
(other than tableware, sanitaryware 
and glazed tiles), paper jacketed dry 
batteries, domestic electrical 
appliances, electric bulbs of higher 
wattage, low priced tape recorders. 



15. 30% 


Plastic sheets, sheet and plate glass, 
glassware (like tableware, phials etc.) 
tablewares of china and porcelain, 
radio/transistor sets of 4 bands and 
certain sets of 3 bands of specified 
value, higher priced tape recorders. 

16. 35% Sanitarywares and glazed tiles of 

porceiain/china, radio sets of 5 or more 
bands, stereo or hi-fi systems. 

17. 40% Domestic refrigerators (upto 165 litres 

capacity ) f electric fluorescent tubes, 
air coolers, white cement. 

IQ. 45% Free sale sugar. 

19. 50% Rubber foam products such as mattresses 

and pillows. 

20. 55% Tyres for motor vehicles (e.g. for cars, 

trucks and buses), aerated waters 
containing concentrates. 

21. 60% Cosmetic and toilet preparations (other 

than perfumed hair oils) such as beauty 
creams,' face, baby and talcum powders; 
lipsticks, shampoos and shaving creams. 

22. 70% Articles of polyurethane foam such as 

mattresses, quilts and pillows. 

23. 75% Refrigerators of capacity exceeding 

165 litres, deep -freezersand bottle 
coolers. 

24. 100% Air-conditioners. 


NOTE: In the case of sugar, the duties are 

inclusive of additional excise in lieu 
of sales tax. 
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5.8 It will be seen from the above table that 
under each rata category there is a wide assortment 
of products of very different kinds. Thus, the 5 
per cent rate is applicable to items as different as 
uashing soap and vanaspatl on the one hand and certain 
types of television sets and electronic calculators 

on the other, which are items of interest to very 
different income groups. We do recognise that 
considerations other than progression have to be taken 
into account in determining the tax rate on a given 
product, for example, if a product is consumed 
mainly by upper income groups but has a large employ¬ 
ment potential it may uell be not taxed at a high rate. 
A lower rate may also be justified for products of 
industries whose growth is accorded high priority in 
the scheme of planning. However, we find it difficult 
to believe that the multitude of rates which exists 
in the excise system today is the result of a precise 
determination of the kind of levy appropriate for 
each product on either social or economic considera¬ 
tions. They appear to have come about rather as a 
result of the quick, ad hoc decisions which are made 
at budget time to cover a deficit. 

5.9 A multiplicity of rates while not contributing 
signifioantly to the attainment of any of the objec¬ 
tives of the tax s^sstem makes the tax administration 
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as well as tax compliance a complicated matter. It 
leads to innumerable disputes over the classification 
of individual products on which depends the rate of 
tax leviable on them. Further, differentiation in 
the rates of tax on consumer products interferes with 
the choice of the consumer as between products. Uhile 
such interference would be legitimate if it serves a 
justifiable purpose, where there is no special reason 
for doing so,like products should not be taxed in a 
discriminatory fashion. One of the steps towards 
rationalisation would be to fit the various consumer 
products into a limited number of rate categories. 

5.10 Because of the widespread taxation of inputs, 
the total or cumulative excise levy on any product will 
be different from the nominal rate of duty applied to it. 
It is the cumulative levies that are relevant from the 
point of view of progression, and the limited number of 
rate categories we are suggesting are in terms of these 
cumulative levies. Now, if we try to fix nominal rates 
on invidual products with meticulous regard to the 
taxes on its inputs, we would end up with a plethora 
of rates, and the objective of reducing the number of 
rate categories will in consequen-ce be frustrated. Thus, 
the taxation of inputs complicates the task of rationali¬ 
sing the duty structure on final products on the basis of 
a determinate degree of progression. However, as we shall 
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argue belou for good economic and revenue reasons>the 
taxation of inputs can not be unconditionally done 
away with. Therefore, the only logical solution to 
this problem is to gradually introduce relief for input 
taxes at the stage of taxation of final products, thereby 
eliminating the divergence between nominal and 
cumulative rates on the latter. Pending such a reform, 
the task of rationalisation of consumer product rates 
should be approached from a pragmatic angle. Ue may 
for the present ignore minor differences between nominal 
and cumulative rates and aim at fixing only a limited 
number of nominal rates while keeping in mind the 
total levies we wish to apply to particular products. 
5.11 According to the rough estimates that we have 
made, the average rate of excise duties on consumer 
products ( excluding tobacco, petroleum products and 
goods falling under Tariff Item No.68) inclusive of 
the taxation of their inputs is around 20 per cent. 

This can be treated as the mean rate and what we have 
to consider is what other rates below it and above 
it would give us adequate scope to take care of the 
social and economic factors which may justify lower 
or higher rates of taxation while safeguarding the 
existing level of revenues. It might be possible to 
achieve these objectives if we had only 5 different 
rates of zero, 10, 20^ 30.and 40 per cent into which 
most consumer products could be fitted. The exceptions 
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to this rate categorisation uould be the products 
of tabacco and petroleum families, matches and 
textiles whose taxation has its own logic. Apart 
from the simplicity in administration which this would 
introduce- the difference in the rates between 
different products would become socially and economically 
meaningful. However, considering that we are starting 
from a very complex base as uall as taking into 
account a number of other factors to which we refer 
below, some in-between rates uould also be necessary. 

5.12 A range of items will have to be kept free 

of excise duties on social considerations: e.g., foodgrains, 
or because it uould not be administratively worthwhile 
to bring them within the excise network: e.g.. products of 
various types of small rural industries, or on the ground 
that the large employment potential of certain products 
might be eroded if any levies are made on them: e.g., 
handloom textiles or on the consideration that'the tax 
on their inputs is already so high that they need not 
be taxed any further: e.g., aluminium utensils. 

5.13 While we regard 10 per cent to be a reasonable 
rate to be applied to products on which for one reason 
or another the tax has to be kept at a low level, we 
reconnise that there might be need to have a rate of 

5 per cent between zero and 10 per cent. Some of the 
products of widespread consumption such as vanaspati 
and refined vegetable oil could be placed in this rate 
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category and it may not bo considered advisable to tax 
them at higher rates. Then again on products whose 
inputs are taxed someuhat heavily and for which there 
are likely to be administrative problems in giving 
relief from input taxation at least for the present, 
a nominal rate of 5 per cent may be the practical 
answer. 

5.14 The mean rate of 20 per cent could be applied 
to the generality of products which do not fall in the 
category of mass consumption goods or necessities and 
for which there are no reasons to justify a higher rate 
of taxation. The rates of 30 per cent and 40 per cent 
could be applied to produc-ts which are in the nature 
of comforts and luxuries generally regarded as suitable 
for higher levies on both social and economic 
considerations. Uhile deciding the rate category 

two other factors should also be taken into 
consideration, namely, the proportion of the income 
of the consuming class that is likely to be spent on 
the product and whether the product is durable or has 
to be bought at short intervals. 

5.15 The rate of 40 per cent is not meant to be a 
ceiling. However, higher levies should be introduced 
selectively after a careful consideration of all the 
factors involved. From the revenue angle, the elasticity 
of demand for the product would have to be taken into 
account to make sure whether a higher rate would not 
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mean a more than proportionate fall in consumption 
which would result in a loss of revenue. Produc-ts 
whose demand is inelastic are apt to be in the nature 
of necessities rather than luxuries and a high rate 
of tax on them has generally to be avoided on 
considerations of equity. However, if the product 
is one on which the outlay is insignificant, even if 
it is a necessity it could be taxed at higher rates 
in the interests of revenue without imposing a heavy 
burden on lower income groups. A good illustration 
is provided by matches the high rate of tax on which 
can be defended on the ground that the burden on the 
consumer is very small. A high rate of taxation can 
also be justified when it is the intention to curb the 
consumption of any product rather than to encourage 
it, e.g. in condition of shortage or to conserve foreign 
exchange or even on social considerations. Thus, 
though it has been argued before us that the revenue 
from tobacco would increase if there was some lowering 
of rates. Government may well prefer to discourage 
its consumption even if it means lower revenues. Finally, 
there may be items which rank low in our scale of 
priorities. To discourage their consumption tax rates 
higher than 40 per cent would be justified. In fixing 
the rate in such cases a distinction should be made 
between those where the object is to discourage new 
investmenttahile allowing full production out of the 
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capacity already installed anct those where the 
intention is to reduce production because it entails 
a running draft on scarce resources. In short, rates 
above 40 per cent should be applied after a careful 
case by case consideration, 

5,16 When proposing that consumer products be 
fitted into a number of specified rate categories 
we have pointed out that some product families may not 
lend themselves to such treatment. One of them is tobacco 
the taxation of which has recently been studied by 
another Committee many of uhose recommendations have 
been accepted and implemented by the Government. Ue 
have therefore not gone into this area. In the 
petroleum family too some of the tax rates are well 
above 40 per cent for reasons peculiar to its pattern 
of production and consumption. Further, the taxation 
of petroleum products is inextricably mixed with the 
price pdlicy followed by the public sector undertakings 
from which the bulk of petroleum products emanate and 
the profits of which accrue to the exchequer, A>s the 
pricing of petroleum orodufcts has been the subject 
matter of study by a separate Committee ue have not 
gone into the tax structure of petroleum products. 

However, the textile family, which for various^reasons 
cannot be fitted into the pattern of consumer goods 
taxation that we have suggested calls for special 
comments because of its importance, While we discuss 
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the taxation of various kinds of textiles 
made of different fibres as well as of tho inputs 
of this important industry a little more fully in 
Part II of our Report we have made some observations 
later in this section. 

5.17 The mean rate as well as the other rates we 
have indicated refer to the cumulative excise levies 
on the products. Recognising the multiplicity of tax 
rates and the considerable divergence between the 
cumulative and the nominal rates which exist at 
present in several cases due to the taxation of inputs, 
it would be necessary to move towards this objective 
of having a limited number of cumulative rates by 
first introducing nominal rates in multiples 

of 5 per cent, ranging from 0 to 35 percent. In 
fixing the nominal rates, the burden of input taxation 
should be kept in mind and the objective should be to 
approximate to the cumulative rate appropriate to 
a given product. Thus,where the impact of input 
taxation is substantial the nominal rates should be 
fixed lower than the rate categories of 10 percent 
to 40 percent recommended above. As and when the 
relief of duties paid on inputs is provided the nominal 
rates could be stepped up closer to the desired 
cumulative rates. 
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TOWARDS GREATER PROGRESSION 

5.18 Since the uhole range of consumer products 
is involved it uould not be practicable for us to 
spell out precisely the rates that should apply to 
different consumer products. What ye can do is to 
set out a number of considerations uhich may help 
Government to make the tax system more progressive, 
though in doing so both revenue and economic 
considerations will have to be borne in mind. In the 
last analysis some value judgments uould have to bo 
exorcised uhich ue as a Committee cannot do. 

5.19 Though our study has shoun that the indirect 
tax system as a uhole is progressive as percent of 
consumption expenditure it has also brougt out that 
even those uhose per capita expenditure uas less than 
Rs.15/- a month (at 1 973-74 prices) paid nearly 3 per 
cent of their total expenditure by uay of indirect taxa¬ 
tion of uhich Central excise accounts for a little less 
than half. Can some thing be done consistently uith 
the requirements of revenue to give any further relief 
to the very lou income groups, particularly those who 

can be said to be belou the poverty line uhich is generally 
draun at the level of per capita monthly expenditure 
of Rs.40/-? Secondly, the data on uhich our studies 
are based club together in one category those uhose 
monthly expenditure is just above Rs.100/- and those 
uhsse monthly expenditure runs to four digits. We are 
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therefore unable to measure the degree of progression 
as betwean per-capita expenditure groups within this 
broad category. However, we may consider whether there 
are possibilities of introducing such changes, in the 
tax rates as would ensure greater progression as between 
different per-capita expenditure groups above Rs.100/- 
a month. With these questions in mind we offer below 
certain comments which may help Government in taking 
appropriate decisions. 

5.20 first of all, we must emphasise that while 
there are many products which are consumed by upper 
income groups which the poor do not buy at all, their 
revenue potential is inevitably small in a country whore 
the bulk of the population is poor. On the other hand, 
what the poor consume even in very small quantities per 
capita have a tremendous revenue potential because their 
total consumption is so large. If all the products 
consumed by the lower income groups were to be exempted 
from excise levies there seems to be little prospect 
of retaining any thing like the presont level of revenues 
by raising the rates of tax on products which only the 
upper income groups consume. Although there is a general 
tendency to criticize any tax that impinges on the •poor, 
we feel that many of the taxes which do fall on products 
consumed by the poor can be defended given the constraints 
within which the tax policy has to be framed. We have 
already pointed out that the high rate of tax on matches 
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can be justified on revenue grounds even though they 

are purchased by even the lowest income groups because 

the expenditure on them is insignificant in per capita 

terms. Likewise, the duty on kerosene which had to be 

raised since it was being used in admixture with diesel 

oil for trucks and buses, would be difficult to reduce 

in order to give relief to lower income groups. Ue 

cannot therefore recommend a general reduction in the 

rates on all goods consumed by the poor. Ue would have 

to identify products where a reduction in excise duties 

would give a reasonable measure of relief to the lowest 

income groups without jeopardising other important, economic 

social objectives. In the selection of these products 

one important test to apply would be whether the product 

accounts for a high or a low proportion of the expenditure 

of those to whom it is intended to give relief. A second 

test to apply would be whether it is a product whose 

consumption ue want to encourage or discourage. 

5.21 Our study of the pattern of expenditure on 

1973-74 

major items by urban households for/as between different 
expenditure groups reveals that the highest proportion 
of consumer expenditure for all expenditure groups is on 
articles of food and beverages. But the proportion of 
the expenditure on this item to total expenditure shows a 
steady decline as the level of expenditure rises for all 
those whose per capita monthly expenditure is above 
Rs.43/-. further, there are changes in the relative 
importance of different items between the upper and lower 
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expenditure groups. Any reduction in the tax on those 

food items uhich constitute a higher proportion of the 

expenditure of the lower expenditure groups would 

improve progression. The fact that foodgrains and att^ 

are totally free from any excise levies is a factor 

contributing to the progressiveness uhich we have 

found in the indirect tax system, though sales taxes 

and the inter-State sales tax on these items by 

themselves are somewhat regressive. Salt is also not 

subject to excise. The main articles of food uhich are 

subject to excise.levies are sugar, tea. coffee and 

edib.le oils. From the study referred to in aection 4 
is 

it/seen that the excise duty on sugar is regressive 
although for reasons explained earlier, the ueightage 
of sugar in the expenditure pattern of the lowest expen¬ 
diture groups is somewhat exaggerated. But there is 
no doubt that among the items uhich are subject to 
excise, sugar accounts for the highest proportion of 
expenditure of those uhose monthly expenditure is less 
than R8.75/- per capita and the rate on it - 15$ on levy 
sugar and 45$ on free sale sugar is distinctly high. 

In determining uhat the new rate should be various factors 
such as the dual pricing policy, export needs and 
protection to khandsari will have to be taken into 
account. A reduction in rates of duty on tea and coffee 
will be less effective from the angle of improving 
progression because they account for a lower proportion 
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of the expenditure of lower income groups than sugar. 
Among edible oils, vegetable oils as such are not 
subject to tax and only refined vegetable oil and 
vanaspati are taxed and that too at low rates. 

5.22 Clothing is usually regarded as next in 

importance to food when we think of the basic necessities 
of life. However, the lowest expenditure groups spend 
much less on clothing then on sugar or even tea and 
coffee. It is only those whose per capita monthly 
expenditure exceeds Rs.55/- who seem to spend more on 
clothing than on tea and coffee and ih the per capita 
expenditure group of Rs.75/- to Rs.100/- a month, 
clothing becomes more important than sugar. The low 
outlay on clothing among those whose expenditure is 
below Rs.55/- a month can be explained by the fact that 
they treat clothing as a durable product to be replaced 
only when it is worn Out. Given the fact that the 
proportion of outlay on clothing rises steadily 
along with the increase in per capita expenditure 
textiles would be an item in respect of which tax 
relief might be of tangible benefit to those whose 
per capita monthly expenditure is just above Rs.100/-. 

In evolving the rates applicable to cotton textiles 
a definite effort has been made to tax the lower 
income groups at lower rates. The real weakness 
in the tax structure on textiles till recently was 
that it was based on the belief that lower income 
groups bought only coarse cotton cloth. In actual 
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fact studies of expenditure pattern reveal that for the 
expenditure groups above Rs.28/~ per month per capita, 
cotton fabrics show a Decreasing proportion of the 
total expenditure on clothing. The total levies on 
cloth other than of cotton, namely, woollens which 
are necessities in colder climates, and those made of 
synthetic or artificial fibres, are very much on the 
high side. Curiously enough, pure silk fabrics are 
totally tax free. While somewhat detailed comments 
on the complex system of taxation on the textile 
industry are given in Part II of our Report, here we 
would like to maks the following general observations: 

(i) The taxation of cotton fabrics should be 

based on the price before tax — the lowest 
rate of tax to be applied to the cheapest 
varieties of cloth. Those in higher price 
brackets can be taxed at higher Tates. In 
the light of this criterion, the application 
of a uniform rate on all fabrics with 
average count of 40 and above (commonly 
known as fine and super fine fabrics) needs 
reconsideration, as under the existing system 
some varieties of such fabrics, e.g. , dhoties 
and sarees, used even by the lower income 
groups get taxed at the high rate of 15 per 
cent. 

(ii) With a view to encouraging the production 

of cheaper fabrics a very low rate,- or even 
no duty, could be prescribed for varieties 
priced below a certain value limit. This 
would impart further progression to the 
tax structure of cotton textiles. 

(iii) On considerations of progression, the tax 
structure should not create a bias in 
favour of particular counts/denierage of 
yarn or particular kinds of raw materials used 
in the manufacture of cloth. The world over 
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fabrics made of synthetic raw materials are 
deemed to be the poor man's fabric because they 
are cheaper, more durable and easier to launder 
than pure cotton fabrics. In India, the 
pattern 6eems to be different because rates 
of taxation (including the effect of input 
taxation) place fabrics not made of cotton 
beyond the reach of lower income groups. If 
the differentiation in excise tax burden between 
cotton and non-cotton fabrics is narrowed, 
there is likely to bo a shift in the pattern 
of consumption which may in part at least 
offset the revenue loss. 

(iv) The conditions of scarcity and high profits 
when domestic production of synthetics was 
low and imports were banned, which at one time 
justified the high duties on these items, no 
longer exist. Thus a lowering of the duties 
on some of the raw materials can be of much 
benefit to lower income groups. Cheap and 
plentiful supply of all types of raw materials 
for textiles would not only benefit the 
consumer but also generate additional decentra¬ 
lised employment. Some synthetic fibres are 
already being hand spun and hand woven. 

(v) The assessment of duty in the prevailing 

system entails laboratory tests to determine 
the counts denierage and nature of yarn used. 
Every attempt should be made to get away from 
this cumbersome method of assessment. 

5.23 Naxt to food and clothing, shelter is regarded 

as a b^sic necessity of life. An attempt could be made 

through fiscal polity to encourage construction of more 

low-cost houses. For such a purpose attention will have 

to be given both to direct and indirect taxes. So far as 

indirect taxes are concerned we offer some comments 

in regard to cement when discussing the taxation of 

capital goods. 
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5.24 Another item which us have looked at from the 
point of view of affording relief to low income groups 
is medicine. The nominal rate of excise on uhnt are 
known as life saving drugs ig only 2.5 per cent. 

Other -"patent and proprietary" drugs are taxed at 
12.5 per cent. Then there are some drugs which are 
taxed at very high rates under the special Central 
enactment which covers drugs containing alcohol or 
narcotics - ranging from drugs required in the 
treatment of cancer to ordinary cough mixtures. In 
attempting a revision of the levies on drugs we suggest 
that the following considerations should be borne 
in mind: 

(i) The percentage of expenditure on drugs and 
medicines does not on the average seem to 
be high. This should not mislead us to 
minimise its importance. The expenditure 
is incurred only when there is illness and 
in such an eventuality the burden of the 
tax on them may be unbearably high for some 
income groups. 

(ii) The belief that the rich buy the branded 
drugs while the poor go in for others is 
not well founded. In fact, for the 
common ailments people ,find it much more 
economical to buy an advertised preparation 
than to go to a doctor for prescription. 

The bulk of the consumption is of drugs 
which are patent or proprietary. 

(iii) The prime justification for the high 

levies on certain drugs covered by the 
Ptedicinal and Toilet Preparations Act 
is the possibility of their being diverted 
to use for non-medicina1 purposes as a 
cheaper intoxicant than alcoholic drinks. 
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In the process drugs used for treating 
serious ailments get taxed at very high 
rates. 

Ue would in fact recommend that a panel of 
qualified experts should be set up to exclude from 
the high leuies on drugs covared by the fledicinal and 
Toilet Preparations Act (a) those medicinal prepara¬ 
tions which cannot possibly be used for non-nedicinal 
purposes, and (b) those whioh inspite of the possible 
risk of such diversion merit taxation at a lower rate 
because they are needed for the treatment of critical 
ailme nts, 

5.25 Our incidence study brings out that the taxation 

of the road transport has a perceptible impact even 
on the lowest expenditure groups as it raises the cost of 
every necessity. Any measure which lowers the cost of 
transport would be helpful to all income groups and 
more particularly to the low income groups who will 
benefit through the reduction in the cost of the 
articles they consume as well as of personal transpor¬ 
tation. There have been many studies which have 
recommended a lowering of the taxation on the road 
transport system. The revenue yield from this source 
is very high and the levies are made by many authorities^ 
with the result no effective reduction in the tax burden 
on this sector has been made. On the other hand, the cost 
of transport has gone up further with the hike in the 
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fuel prices. Uo have undertaken a detailed study 
on the taxation of trucks and buses which ue shall 
be discussing in Part IT of our report. For the 
present ue would make the following observations: 

(i) The above study reveals that the tax burden 
on the operating costs is much more signifi¬ 
cant than the tax on the capital value of 
trucks and buses. However, the capital cost 
of trucks and buses is unaoubtedly important 
in influencing the availability of road' 
transport services. Public authorities, 
like statutory corporations, which operate 
bus services have difficultios in finding 
adequate capital to augment their fleet. 

Even private operators with limited moans have 
to depend on borrowings from banks and other 
institutions to buy trucks and buses. Any 
step which can betakento lower the capital 
cost of trucks and buses and thus augment their, 
fleet will on the one hand engender a good 
deal of extra employment and on tho other, 
by improving the supply, relatively to demand, 
lead to some lowering of tho burden on the 
consumer. 

(ii) As regards running costs,though fuel and 

lubricant are the principal elements, some 
of the replacement items, particularly, tyres 
and tubes, are also significant. In fact, 
the levy on tyres and tubes came out as an 
identifiable element in the tax burden on 
even the lowest expenditure groups. 

5.26 Some of the items to which we referred above 
are substantial contributors to revenue. Evan a 
reduction of one percentage point in the tax rate of 
any one of them could mean a loss of a few crores 
of rupees in revenue. Therefore, even if they 
accept our line of reasoning. Government may not 
find it possible to make substantial reductions in 
rates in a single year. The rate reductions might 
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have to be brought -about in stages. However, we 
would like to point out in this context that a minor 
reduction in duties may not get passed on to the 
consumers. It would, therefore, be preferable, in 
so far as Government wish to stagger the pace of 
change, to make significant reductions in the rates 
on selected items to which they wish to give priority 
in consideration rather than to make small reductions 
over a wide range of items. 

5.27 In order to ensure that any concessions given 
in the interests of progression do not result in a 
net loss of revenue, it should be recognised that 
the objective cannot be achieved as we have already 
indicated by picking up a number of articles which are 
mainly or exclusively of interest to the rich since 
the revenue potential of such items is limited. Ue 
would have to find scope for requisite compensating 
revenues through the scheme of rationalisation itsolf. 

5.28 Because in the past, when more revenues had 
to be found, the effort had been to look for a few 
products rather than at the whole range of products, 
we nave ended up with some products being taxed at 
much higher rates than they deserve to be while others 
remain relatively under-taxed. The tax potential of 

a small increase on a large number of items can best 
be illustrated by looking at the revenue possibilities 
of item No.68 in excise tariff. It includes a 
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miscellany of items not previously taxed because none 
of them individually seemed to be particularly reward¬ 
ing as a source of revenue. If we leave aside the 
capital goods covered by this item - and ue recommend 
that the capital goods included under it may* well be 
given a separate tariff classification because the 
considerations goverhing their taxation have to be 
different as ue shall discuss later - an increase 
of one per csnt on the remaining products, it is 
estimated, would mean an additional revenue of about 
Rs.20 crores per annum net of the relief available 
for inputs covered under this itsm when they are 
taken for further use in the manufacture of dutiable 
goods. The fact that the goods classified under this 
item are subject to the lowest rate of duty in our excise 
tariff is not the result of any conscious decision that 
they should be taxed at even lower rates than products 
like vanaspati. As part of the scheme of the 
rationalisation of the duty structure we have to 
consider what the general rate for the miscellany of 
the products covered by this item should be. Secondly, 
the question should be examined whether any particular 
products deserve to be taxed at a rate higher than the 
general rate. 

5.28 Moreover, the rationalisation of the duties 

on various consumer products under the categories 
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we hav/e suggested may yield some extra revenue to 
compensate partly for the lowering of duties on items 
of interest to the lower income groups, because in 
the course of rationalisation the level of duty on a 
number of products might have to be raised to the level 
of the mean rate. Such a course might raise the tax on 
some products consumed by those whose incomes cannot be 
said to be high. 9ut the reduction in the rates 
applicable to the kind of products we have discussed, 
above, while giving relief to all income groups* 

is expected to have a significantly higher impact on 
the lower income groups. As food, clothing, shelter, 
drugs and transport constitute the basic necessities 
of life and expenditure on them forms the major part of 
the total expenditure of the lower income groups, the 
total burden on them as a result of the rationalisation 
that we have suggested should go down even though the 
duties on some of the products which they consume might 
go up. It is o'ur belief that the changes in the tax 
structure on consumer products that we have suggested 
should improve the progression in the system apa’rt from 
simplifying the tax administration. 

TAXATION D F I NPUTS 

5.29 Ue have indicated earlier that the taxation 

of inputs c&mplicates the task of even rationalising 
the rate structure on final products because of the 



61 


divergence it introduces between the nominal rates 
and the cumulative levies on different products, 
have suggested that for the present, rationalisation 
may he attempted in terms of nominal rates while 
keeping in mind the cumulative levies that we wis 
to apply to different products. It is, however, 
clear that our objectives of reform will not be 
achieved unless we deal adequately with the problem 
of input taxation; otherwise, not only will the 
divergence between nominal and cumulative levies and 
various distortions caused by input taxation continu 
but any future changes in the rates of tax on goods 
used as raw materials or other inputs would upset 
the relative burdens that have been arrived at as a 
result of rationalisation. 

5.30 One of the reasons for the widespread 

taxation of inputs at fairly high rates in the past 
was that a very large number of consumer products, 
for administrative or other reasons, was not subject 
to excise levy at all. It could well be argued that 
now that the excise base has been expanded to cover 
almost all finished products the taxation of inputs 
could be eliminated in order to ge.t rid of the 
distortions that it nives rise to. Such a solution, 
however, has to be ruled out for a number of reasons. 
First of all, in our country a fairly large sector 
of production cannot be taxed directly through excise 
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levies; they can be reached only through the 
taxation of the inputs they use. A second reason 
for having a levy on inputs is that quite often 
what is an input for certain industries is also used 
as a final product by consumers. Several of them 
are of the nature of components used by manufacturers 
as also demanded by consumers for replacement purposes, 
such as tyres and batteries. If they are free from 
taxation uhile the final products embodying them are 
subjected to tax. not only will the replacement 
eonsumption-uhich may be considerable-eseape taxation 
but manufacturers will be tempted to sell their products 
without incorporating the tax free components as 
thereby the value of the final products and therefore 
the tax levied on them uill go down. 

5.31 Therefore, the ideal solution to the problem 

would be to make a distinction on the basis of the 
nature of use and not on the basis of category of 
goods. Whatever is used for further production by 
the manufacturers, who are themselves liable to tax, 
may be given suitable tax relief for, while the same 
product, if it goes direct to consumers, could be 
subject to tax at the appropriate rate. Under such 
a system, it Would be possible to have an extended 
taxation on final products with adequate progression 
avoiding the kind of distortions that, as things are, 
creep into the effective tax burdens. This solution 
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would call for a comprehensive system of tax credits 
in respect of excise duties paid on inputs on the 
lines already provided, though on a limited scale, 
under rule 56-Aof the Central Excise Rules. For 
various reasons, the move towards an extended tax 
credit scheme may have to be phased out and we 
discuss more about it later. Before that, however, 
we may deal with the existing structure of taxation 
of inputs and the rationalisation required therein. 

5.32 Studies undertaken by the National 

Institute of Public Finance and Policy, at our 
instance, have shown that as of 1975-76, if we left 
out tobacco, petroleum products and goods then subject 
to 1 % levy, the average nominal rata of excise duties 
(that is, tax collected as a percentage: of the value of 
clearance^ was 25.3% on basic raw materials, 15.2% 
on other inputs (of the nature of intermediates, 
components, packaging materials etc.) and 13.5% on 
final products. In general, the preferred pattern 
of taxation would be to tax raw materials at the 
lowest rates, intermediates at medium rates and the 
final produces ai the highest rates. An important 
step towards rationalisation would therefore be to 
put the existing rates of tax on the three categories 
of goods in the reverse order. 
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5.33 Any significant reduction xn the average 

rate of tax on raw materials uould have to be 

accompanied by a compensatory upward revision in the 

rates on final products, as otherwise it could result 

in a substantial loss of revenue. The Institute's 

study referred to above brinas out, that as of 1975-76, 

if the average rate on rau materials had been reduced by 

would have been 

5 nercentaqe points the resultant revenue loss^about 
R8.H0 crores per annum. If this was to be made up 
by a general rate increase on consumer products, 
excluding those falling under item 68, tobacco and 
petroleum products, the rate of duty would have had 


to be stepped up on an average Dy about 1.8 percentage 
point. However, if the consumer products falling under 
item 68 were also considered for a higher duty, the 
extent of increase on other products would be 
correspondingly leas. 

5.34, Though we should Ultimately aim at bringing 

the average incidence on raw material's to a level 
lower than ths average incidence on consumer products, 
in our view, there is a more urgent need for 
rationalising the existing rate structure on raw 
materials to eliminate the various inconsistencies 
within it. At presont, there is a wide variation 
in the rates on individual raw materials-ranging from 
5 per cent for synthetic rubber to more than 100 
percent for certain synthetic Fibres, apart from tho 
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rau materials subject to 2 per cant levy under 
item 69. The table below illustrates the average 
ad valorem incidence en some of the basic rau 
materials as at.present. 

Tabl e 

Average irtcidenco of excise duty on 
various *au materials, 

Urn No. Description * AvarSoV ad valorem 

incidence 


1. 

Synthetic Rubber 

5* 

2. 

Acids 

1 0* 

3. 

Gases 

12* 

4. 

Caustic Soda and Soda Ash 

10* 

5. 

Dye-stuffs (l ) Pigment 
Dyestuff 

12* 


(2) Others 

30* 

6, 

Glycerine 

15* 

7. 

Plastic resins 

38* 

8. 

Aluminium 



(i) Lovy 
(ii) Non-l§vy 

* 1 * 

44% 

9. 

Copper 



(i) Virgin 

(ii) Other(scrap based) 

28* 

2.5* 

10. 

Iron & steel products 

23* 


(excluding mini steel plant 
products ) 

Zinc 


11 . 


(i) Unwrought 
(ii) Other(scrap based) 


2595 

3.5* 
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12. 

Lead 

7* 

13. 

Textile fibres 



(i) Polyester fibre 



(ii) Rayon fibre 

17.! 


(iii) Cotton & wool 

nil 


Note:- In the case of metals subject to specific 
rates of duty (at 5.Nos. 9 to 12) the 
a-verage incidence has been estimated on 
the v/alue base as of 1975-76 uith suitable 
projections while for Aluminium the 
incidence shoun is the ayorage for a major 
primary producer. For textile fibres the 
incidence has been arrived at on the basis 
of current average prices. 


5.35 There are a wide variations in the rates of duty 
not only as between different raw materials, but also as 
between different varieties within the same family. 

For example, in the case of iron and steel products, 
though the average rate is around 23 per cent, the 
incidence of specific duties varies between lass than 
1 percent(for certain alloy and special steel) and more 
than 40 percent (in the case of some galvanised sheets); 
in the case of chemicals, the rates vary between 
10 percent about 40 percent uhile tha rafrffs on sy-nthotlc 
fibres vary between 1 5 per carrt(glass fibre) and more than 
100 percent (polyester fibre). 

5.36 Ue feel that in rationalising the rate 
structure on raw materials ths underlying approach 
should be to get an economically sound tax structure 

on them and a socially equitable rate on final products. 
Ue would recommand that raw materials that are close 
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substitutes should be treated similarly excapt where 
there are good economic reasons for discouraging 
the use of any particular raw material* In the latter 
case, it would be desirable to apply a differential 
excise which should not be eligible for any tax 
offset at subsequent stages. And high rates of taxes 
on particular materials imposed for special reasons 
in the past need to be reduced in the interests of 
lowering the cost of production in the economy as a 
whole. Thus, by not interfering with the producers * 
choice a more efficient allocation of resources can 
be ensured. 

5.37 To illustrate, copper and aluminium can* for 
a large variety of purposes, be substitutes for each 
ether* On the consideration that our deposits of 
cooper ora are very limited and wo depend substantially 
on imports, while we have plenty of bauxite, we could 
have a higher rata of duty on copper than on aluminium. 
In fact, at one time conscious efforts were made 
through the tax System to increase the use of aluminium 
in place of capper for electrical industries* 
Subsequently, because of shortage of aluminium and the 
desire to increase the availability of electrical 
grade aluminium, various changes were mads resulting 
in the presont high levies. In our view, there would bs 
a good case In the longrun for considerable lowering 
cf duty cn aluminium* The phases and stages in which 
such reduction should bs made is a matter for judgment 
by the Government. 
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5.38 Similarly, in the case of raw materials for 
textiles, while cottsn, silk and indigenous wool are 
free from excise levies, synthetic fibres such as 
polyester, nylon and acrylic have been subject to 
duty at very high rates. In the past, inadequacy 
of domestic production and lack of foreign exchange 
to import such fibres in sufficient quantities have 
been reasons for the higher levies. With the 
improved foreign exchange position it should be 
possible to allow sufficient imports to meet domestic 
demand. This would increase revenues even though 
the excise duties en the products would have been 
reduced because both the volume of imports of fibre 
and production of yarn and fabrics would go up. 

The consideration thbt the products of modern 
technology should be taxed at higher rates is one 
which wo we must §«t away from. Both in th 0 interests 
of promoting employment and ensuring adequate 
production of clsth, which is a basic necessity, we 
must make the fullest possible use of synthetics. 

Ue are happy to learn that a synthetic fibre is now 
being hand-spun and hand-woven and emerging as a 
raw materials for Khadi. The indirect tax system 
must encourage rather than discourage these trends. 
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5.39 Apart from reducing unjustified discrimination 
between competing raw materials, changes in the excise 
duty on raw materials should aim at lowering the casts 
of those consumer goods on which wo are anxious to 
avoid having too high a cumulative levy, 

5.40 Turning now to inputs other than raw 
materials (e.g. components and packaging materials), 
a rationalisation in the existing rates on them will 

be dosirable for more reasons than ono. Presently, the 
rates of oxciso duty on them vary from 2 per cont (for 
inputs falling under Item 69) to 55 par cont ad valor em 
(for tyres for commercial vehicles) - a very wide range 
indeod. In gsneral, those inputs which are capable of 
be ng used as final products (e.g.. for replacement 
purposes) should be subject to such rates of duty as 
may be appropriate far them as finished consumer products, 
while components which are primarily used as inputs should 
be subject to the same rates of duty as applicable to the 
finished products in whose manufacture they are mostly 
used. In both cases, the aim should bo to provide relief 
in respect of taxes paid on such inputs to prdducors who 
use them 'for further manufacture, through procedures 
such as rule 56-A, even if it necessitates some adjust¬ 
ments in the rates on final products. 

5.41 The taxation of packaging materials needs a 
special consideration. To the extent that they 
serve a purely decorative purpose, the level of 
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duty on them may be of no special concern, However, 
most products, including those in tha category of 
daily necessities have to be packed in certain 
ways in order that they may be delivered to the 
consumer in a convenient form without damage, 
pilferage or adulteration. Tho present level of 
taxation on packaging materials is rather 
discriminatory and high in certain cases. It is 
necessary to rationalise the rata structure on 
packaging materials so that, in general, the excise 
duty burden on different products within this 
class is broadly the same. Differentials could, 
however, bn introduced on valid economic considera¬ 
tions such as to discourage the use of a particular 
packaging material in view of tho scarco materials 
that havo gone into its production. Further, the 
impact of tha eo»t of different packaging material* 
varies. Thus, aluminium foils, a major packaging 
material for tho. drug industry, boars a higher 
incidence of excldat'deity, which affects the cost of 

A 

various essential dongs. Ue would recommend that 
where duty on packaging materials adds considerably 

to the cost of manufactured commodities, which are 
essential In naturae the question of providing 
credit of duty paladin packaging materials should be 
considered. 
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5.42 The earlier discussion brings out the 
reasons why ue cannot completely give up taxation 
of inputs. While rationalising the rate Structure 
for different categories of inputs, ue will havu to 
consider ways in which the various distortions 
caused by the taxation of inputs ean be minimised, 
if not altogether eliminated* One of the ways 
would be adoption of a Value Added Tax system at 
manufacturer*8 stage which, as ue discuss later, 
may take some time to introduce, if Government 
decides to do so* In the meantime, it would be 
necessary to make fullest use of the existing 
provisions and procedures to give relief from the 
cascading effiects of input taxation. Ue notice that 
at present relief from input taxation is provided in 
several instances by different mechanisms, the most 
imoortant being, (i) the operation Df rule 56-A oT 
Central Excise ^ules under which manufacturers of 
only certain specified goods are allowed to take 
credit for the excise/countervailing duty already 
paid on raw materials and components when paying 
duty on the finished products; (ii) the set-off 
procedure provided by specific exemptions under 
which the duty paid on particular innuts is allowed 
to be adjusted against the duty liability on 
specified finished products; or tiii) the movement 
of specified inputs without^or on partial^payment 
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of duty under Chapter X of the Central Excise Rules. 
Inst ead of the restricted application -of these 
procedures as at present, we would recommend a 
much freer and liberal oss of these provisions. 

In particular, the tax credit allowed under rule 
56-A should neither be confined to inputs having 
the same tariff classification as the finished 
goods-as is generally the case at present,-nor 
should it be restricted only to raCj materials or 
components but should cover wherever circumstances 
so warrant packaging materials and consumablo 
stores also. 

5.43 On revenue, administrative and other 
considerations, relief to different industries 
from duties paid on their inputs may have to be 
provided in a phased manner. In providing such 
relief priority should be given those final 
products the cumulative impact of excise duties 
on which is substantially higher than the rate 
at which wo feel it should be taxed. Where input 
taxation'is substantial, though the cumulative rate 
may be lower than the rate at which the commodity 
deserves to be taxed, the relief under rulo 5§-A 
could bo given to minimise the cascading effects 
which raise the costs unnecessarily. In such cases, 
however, a suitable adjustment in the rate of duty 
on the final product could be made. 
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TAXATION OP CAPITAL GOODS 

5«44 Until recently, plant and machinery, with a feu 
exceptions to which ue refer later, were exempt from 
excise levies* They did, however, bear the duties 
imposed on their inputs - mainly ferrous and non-ferrous 
metals. With the introduction of a general levy of 

I per cent, under item 68 of the Excise Tariff in 
the 1975-76 Budget, since stepped up to 2 per cent., 
these capital goods are also subject to 2 per cent duty. 
If one takes into account the levies on various inputs, 
the cumulative incidence of excise duties in a number 

of cases of industrial machinery (charged to 2 per cent, 
nominal duty at present), varies from about 2.6 per cent, 
to about 5 per cent. 

5.45 Apart from machinery which is taxed at 2 per cent, 
referred to above, machinery items which are taxed at 
higher rates include diesel engines (5.5 per cent, to 

II per cent.), power driven pumps (5 per cent.), 
electric motors (5 per cent, to 28 per cent.), and 
refrigerating and air-conditioning equipment (20 per cent 
to 100 per cent.). 

5.46 A good case can be made out for keeping the 
rates of excise duties on capital goods at a low 
level if not for exempting them altogether- One 
reason for such a view would be that since one of the 
prime objectives of indirect taxation is to discourage 
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consumption and promote sawings so as to provide 
resources for investment, a levy on investment 
goods makes little economic sense. Another 
consideration is that since capital goods would be used 
for production, it uould be much more rewarding from 
the revenue angle to levy appropriate rates of 
excise on the products manufactured than to have a 
levy on capital goods themselves. It has also to be 
borne in mind that through concessions in direct 
taxation Government try to stimulate investment 
in various'industries and it would not be very logical 
through indirent taxation to raise their costs. 

As against this, it can be argued that raising the cost 
of capital goods uould generate greater employment 
through increasing use of labour-intensive techniques. 
However, it is impartant to remember in this 
context that while in a certain narrow range of 
activities (machinery and human labour can be said to be 
competitive, lover quite a wide range installa¬ 
tion of new plant and machinery generates additional 
employment. 

5.4? Our view is that in general, capital 
goods in the nature of plant and machinery should 
not be subject to a cumulative excise levy higher 
than 5 per cent., unless there are good and 



T5 


identifiable reasons for a higher imposition. Applying 
this logic in more concrete terms, ue are inclined 
to make the following recommendations: 

(i) The excise levy of 2 per cent, on capital 

goods classified under item 68 in general could 
be retained at the present level so long as 
there is no provision for relief 

of excise duties paid on their inputs. 

(ii) It should be considered whether there are 
good reasons for diesel engines and power 
driven pumps and electric motors which are 
used as capital equipment, to be taxed at 
rates higher than those applicable to other 
capital goods. In regard to refrigerating 
and air-conditioning machinery used for in¬ 
dustrial purposes* it should be considered 
whether the present rate of 20 per cent, ie 
itself not too high and whether the present 
concession should not be extended to cover 
other industrial applications as well. 

(iii) Identifiable items of machinery or equipment 
which are clearly seen to reduce employment 
opportunities may be taxed at higher rates 
so as to discourage their use. 


5.48 While discussing duties on capital goods, 
a word is necessary about cement. In every capital 
project - in industry,dams, bridges, roads and houses 
cement is a key and substantial ingredient. It 
cannot be used as oonsumor good by itself. 

We feel that the present rat? of duty of about 
20.5 per cent, on grey cement, which was until 
recently as high as 30.5 per cent, is very high 
raising the cost of all capital projects and 
inhibiting labour intensive and socially desirable 
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activities such as house building. As a source of 
revenue its net contribution would be considerably 
lower than the budgeted figure because Government 
departments are the major buyers of cement. The main 
reason for the high levy that we have been able to 
identify is that whenever a shortage developed the 
duty was raised to mop up excess profits of the 
intermediaries, but it was not reduced when the supply 
position eased. Ue would recommend that in the long 
run, cement duty should be brought down substantially. 
The reduction may well be phased to keep pace with 
improvement in the supply position. 

5.49 Uhat we have said in the earlier paragraphs 
may look merely like a plea for reduction in duties 
on various items. This is because in looking at the 
rate structure, it has been much easier to spot 
cases where levies seem to be unjustifiably high* 

While ue d.o not rule out the possibility of some 
loss of revenue in the process of rationalisation, 
ue consider that the overall aim should be to 
conduct this exercise in a manner which would not 
result in a loss of revenue. Further, it is our 
belief that with the rationalisation recommended 

in the tax structure, there would be a general 
stimulus to production. To the extent this happens, 
the revenue loss wuuld be offset. 

5.50 Ue feel that once the excise system has been 
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rationalised on the lines recommended by us, it should 

be possible to impart not only elasticity but also 

stability to the system. It uould then not be necessary 

to resort to changes in the rates of tax on particular 

commodities from year to year as the yield from excises 

could be expected to grow proportionately or even slightly 

more than proportionately, with the growth in national 

income and/or increase in prices. If at any time it is 

desired to divert a still higher percentage of national 

income to the exchequer, then we would prefer that there 

should be a small and uniform percentage increase in the 

rates of tax on all products so that the basic structure of 

taxation and the relative rates on different products uould 

not be disturbed. It has been estimated that, with the 

existing tax base, a half percentage point increase in 

rates of tax on all products, or a one percentage point 
increase in the taxes on final products-, will yield 
around Rs.100 crores. Such an across-the-board increase 
in the tax rates obviously spreads the increased burdens 
evenly among all the sections, and if substantial relief 
is provided in respect of input taxation, the increase 
in the rates of tax on inputs uould have no secondary 
effects on the rates of tax on final products, whose 
relative burdens uould remain unaltered. Thus, if the 
basic rate structure is according to accepted norms of 

social justice and is consistent with our economic 

priorities, there should be no serious public 

opposition to a general increase in rates of a small 

magnitude. 
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6. EXCISE CONCESSIONS TO THE SMALL PRODUCERS 

6.1. The practice of excluding small producers 

from the excise network, uhich started initially on 
the consideration that the cost and botheration 
involved in including them would not be commensurate 
with the revenue earned, has in the course of years 
developed into a wide range of exemptions. At present 
in several cases if a product is manufactured by large 
seals industry it is subject to excise, sometimes at 
fairly high rates, but the same product if manufactured 
by pertain classes of producers is wholly or partially 
exempt from the levy. This device thus funotions as 
a kind of protective duty uhich enables those to whom 
the concession is extended to stand in. competition 
with large scale manufacturers. The consideration, 
therefore ,is now primarily economic rather than 
administrative in character. 

.6.2. Encouragement to the Decentralised sector, 

to small scale industries, to labour intensive 
technology, to entrepreneurs with limited resources 
and the like, is a part of our accepted social 
phil osophy. In some cases the necessary protection 

from large scale producers is provided by preventing 
the latter from taking up the production of certain 
products. More generally and in the majority of 
instances, concessions in regard to excise duties, 
sometimes in addition to physical restraints on 



production by the large scale sector, are the main 
instruments used for the purpose. Since these conce¬ 
ssions have been extended to different products at 
different times the criteria used for determining 
eligibility to the concession as uell as the nature 
of the concession itself shows considerable variation 
leading to complicated administrative procedures, 
fbreover, some of the yardsticks applied in determin¬ 
ing eligibility have the effc t of inhibiting the 
normal natural growth of the enterprise. There is 
also considerable variation in the extent of benefits 
that accrue to different types of producers. 

6.3. Among the criteria used for the grant of 
concessions to small producers in different industries 
are: 

(a) the value or quar ity of clearances 
effected in a year; 

(b) number of workers employed; 

(c) use of power; and 

(d) the value of the plant and machinery 
installed. 

Sometimes more than one criterion has to be satisfied 
in order to get the benefit of the concession. 

6.4. Except for the criterion of non-use of power 

the other* have the effect of penalising afy expansion 

producer 

which results in tne/erosaing the dividing .line. Thus 
if clearances axceed the level subject to which 
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exemption is available, full tax becomes generally 
payable on the entire clearances of the financial 
year in question including that part of the production 
which may have been already sold without making any 
provision for excise. As a result a producer who, 
towards the end of the financial year, finds that he 
is aporaaching the limit subject to which exemption is 
available faces a choice between stopping his 
production/clearances or paying a punitive duty on his 
entire output or concealing his production. Similarly, 
if the exemption is based on the criterion that the 
number of workers does not exceed a particular figure 
the full employment potential does not get utilised. 
Thus, the application of the criterion penalises 
higher employment. Uhen the value of the plant and 
machinery installed is the dividing line, again a 
unit which could considerably expand its output by 
adding some additional equipment finds that it would 
not be worth while doing so. One of the consequences 
of the adoption of these criteria is that often 
there is a fragmentation of what should really- be one 
unit into different units in order not to lose the 
benefit of the concession. 

6.5. Ue feel that there wouid be considerable 

advantage in having a uniform yardstick which would 
be applicable to all small producers as a class. 

The best criterion in our view would be the value of 



production. However, in order that it does not suffer 
from the weaknesses referred to abovfe, we would recommend 
that the concession should be on a slab basis so that 
when the prescribed value limit is exceeded the producer 
does beqin to pay excise duty but he continues to derive 
concessional treatment until his annual output reaches 
a level which can be considered to put him definitely 
out of the category for which the concession is 
intended, 

6.6, The value limit to be taken into account for 

the grant of concession on the lines proposed above 
may well have to vary from industry to industry. The 
value of the final output may, in some cases, Beam to 
be very high because what the producer may have done 
is only to put together expensive components or 
inqredients to make the final product ready for the 
consumer,. In some instances he may have done no morB 
than carrying out some blending and packaging 
operations. If we could adopt the criterion of value 
added by the producer it would bo much aasier to have 
a uniform yardstick applicable practically to all the 
small producers. However, deriving the value added 
may present considerable difficulties. Ue are, 
therefore, outlining below a scheme which could 
basically be applied to all but which may need to be 
liberalised in some instances. 
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6.7. At present, under the Income Tax law, 
producers whose annual turnover is more than Rs.2.5 
lakhs are required to maintain accounts. Using the 
same line -of demarcation there would be considerable 
merit in exempting from excise levies producers whose 
output is below Rs.2.5 lakhs. Ue would also suggest 
that value of output uote Rs.2.5 lakhs should be duty¬ 
free for all small producers. In our view producers 
having annual production valued below Rs.15 lakhs 
could be considered as small producers,, though in 
exceptional cases a higher limit could be fixed. 

6.8. The extent of concession that should be 
given to production between Rs.2.5 lakhs and Rs.15 
lakhs now needs consideration. One of the distortions 
caused by a system under which a producer either pays 
the full rate or is totally exempt is that it provides 
the maximum protection and incentive to the production 
of such goods as are subject to the highest rates of 
excise duties. This means that small producers 
benefit more if they come into the highly taxed 
luxury industries than if'they take up the production 
of common man's necessities which are taxed at 
relatively low rates. A more rational arrangement would 
be to have a tax rate for the small producer which 
would be lower than the rate apnlicable to the large 
producer by a specified number of percentage points. 

Uo aro inclined to the view that, if production above 
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Rs.2.5 lakhs and upto Rs.10 lakhs pays a concessional 
rate of duty lower than the effective rate of duty 
payable in the organised sector by 3 percentage points, 
probably, most industries in the small sector would 
find it adequate. Production in excassof Rs.10 lakhs 
would begin to pay the normal rate of duty. Uhen the 
producer's output exceeds Rs.15 lakhs in any particular 
year he would be required to pay full duty but only 
from the ne-xt financial year. 

6.9. What we have outlined above is essentially 

a model, which while giving protection to a small 
producer when he is small, will not be an inhibiting 
factor in his becoming large. The slab system would 
ensure that a small producer is not worse off at any 
stage by increasing his production. Uhether the 
value limits at the various stages should be Rs.2.5 
lakhs, Rs.10 lakhs or Rs.15 lakhs as we have suggested 
or uhether higher slabs are necessary would depend 
upon how high the material costs of the producers 
are* In cases where the value added is small and 
value of the bought out items is too large, the slabs 
may have to be appropriately raised. Uhat we are 
trying to project is a basis and method or giving 
concessions to the small producer, which would be 
free- from the defects we have noticed and which would 
enable the application of a similar, if not identical, 
yardstick for all the small producers, who need to be 
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sheltered from competition from the large scale 
manufacturers, instead of laying down different 
criteria and giving concessions which cann»t be readily 
compared. 

6.10. ' Once the above approach is accepted, the 
existing concessions based on various criteria uould 
have to be replaced by it, except where complete 
exemption from duty is granted for certain sectors of 
industries or for producers who do not use pcwer in 

the sourse of manufacture. The latter consist primarily 
of cottage industries and traditional crafts uhich 
may deserve exemption as mueh on administrative as op 
social considerations, 

PROCEDURAL SIMPLIFICATION 

6.11. One of the paints to bu remembered when 
thinking of the small producer is that quite apart from 
the tax burden the procedural requirements of complying 
with excise regulations may often create problems. 

The Self-Removal Procedure (Review) Committee had 
recommended a scheme of simplified procedure which 
with certain changes, came into effect on the 1st 
March, 1976. Under the simplified procedure producers 
in a select number of industries, instead of paying 
the duty for every clearance, do so on a monthly 
basis. 

6.12. The duty liability is first calculated per 
(after going through a rather complicated procedure) 


annum 



and actual payments made in equal monthly instalments - 
payable in advance before the commencement of each 
month. This liability is normally fixed for a three 
year block period, but there are provisions to alter 
this under certain circumstances, such as uhere the tax 
rates change or uhere the clearances exceed 
the base clearanee.by 5($ . 

6.13. The Self-Removal Procedure (Review) Committee 

had felt that the scheme, because of its various 

attractions, would be opted for by almost 9555 of t-ho 

eligible assesaees. Ue find that as'on 1.1.1977, 

about 2595 of the eligible assessoes in the 46 industries', 

notified cinder the scheme, have not opted for the scheme 

and are working under the normal (physical) control 

system. If the completely exempt units working under 

the scheme are excluded, it is noticed that the number 

of duty paying units under the scheme ie lese than the 

number of units paying duty under physical control 

system, though eligible for the scheme# Among the 

reasons brought to our notice for not opting for the 

scheme are the following:- 

1 incorporating 

(a) the law the provisions of the 

simplified procedure is not only difficult for the 
assessees to understand but sometimes too complicated 
even for the assessing officers; 

(b) the three year block period for which 
duty liability is fixed is too leng since it is uery 
difficult for smaller units to forecast their demand 
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and production for such a length of time; 

(c) the requirement of the advance. payment 
of the tax (that is, six days before the commencement 
of the month) also places a strain on the financial 
position of the producer* 

(d) the inadequate relief which the sehemo 
provides in many cases has resulted in a situation 
uhere the duty liability of some assessees actually 
works out to be more than what it would be if duty 
is paid on every clearance; and 

(e) the laek of ary provision in. the scheme 
for exemption from duty when there is no production 
due to unavoidable circumstances such as lay-off, 
strikes, power break-douns etc. 

6.14* Basically, the simplified scheme has much 

to commend itself. Uhat seems to have gone wrong is 

that in drafting the relevant legal provisions the 

attempt has been to take care of all the possibilities 

of any unintended loss of revenue, however minor, 

uhile not enough attention has been given to the 

difficulties of the assesses. Ue feel that the 

scheme should be made more attractive and more 

widely applicable. Towards this end: 

incorporating 

(i) the law the schema should 

bo simplified and a version of it which is not in 
technical language should be made available to make 
it easily intelligible to the tax administration 
and the tax-payers; 
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(ii) there should be a concerted attempt to 
edubate the smaller manufacturers about the attractive 
features of the scheme, both by the Department as well 
as by Chambers and Associations of small scale industries! 

(iii) instead of fixing the duty liability for 
the three years' block period which, in our opinion, 
i8 too long. Government should consider whether the 
duty liability should not be fixed for a shorter 
period* Under the french forfait system (on which 
S.9.P. Committee appears to have relied while recommend¬ 
ing this procedure) the duty liability is revised every 
two years while in the Brazilian forfait system the 
revision is made annually; 

(iv) if the period for which the duty liability 
is fixed is reduced, the Government should alsa consider 
whether there ia any noed for revision of the duty 
liability within the bloek period whenever the clearances 
exceed by 50^ of the base clearance, as at present, so 
long ae the producerremains oiigible for the concession; 

(v) advance payment of the duty liability on 
monthly basis should be given up* The duty could be 
paid within seven days of the commencement or the month; and 

(vi) there should be a provision for a downward 
assessment if there is a steep decline in production, 
not purely accounted for by seasonal factors, for 
example, in cases of shut downs for a period exceeding 
one month due to unavoidable reasons* 
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LIBERALISATION PF CONCESSIONS 

6.15. Apart from thsse procedural changes, if 
our recommendations regarding the concessions to be 
given to small producers are accepted, the benefits 
of the simplified procedure-would also need to be 
enlarged. Thus all producers, whose base clearance 
determined in accordance .with the scheme, does not 
exceed Rs.10 lakhs could bo made eligible for it 

as against the present value limit of Rs.5 lakhs. 
The duty liability of any eligible unit uould also 
have to be calculated on the basis of exempting 
the first Rs.2.5 lakhs and making the appropriate 
concessions 1 charge for the succeeding slabs of 
higher production. 

6.16. One point which Government may well 
consider is whether the scheme of concessional 
treatment should remain confined to a feu selected 
industries as at present or can be liberalised and 
extended to almost all industries. The present 
shceme of concessions has emerged out of represen¬ 
tations mads by existing small producers who face 
difficulties. However, if we are to encourage 
small entrepreneurs to venture into new fields 
then there would be a good deal to be gained by 
liberalising and widening the scheme of concessions 
so that more and mere people are encouraged to 
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enter neu fields of production in the small 
sector with the assurance that they will onjoy some 
excise concessions which will serve to protect them 
from competition from largo scale industries. Of 
course there are certain typos of products such as 
tobacoo, petroleum products and matches to which the 
scheme outlined above cannot, for obvious reasons, 
be extended. 
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7. ROLE DF CUSTOMS DUTIES 

7.1* As pointed out earlier, import duties, in 

addition to being a source of revenue, are also used 
for providing protection to domestic industries and 
for conserving foreign exchange. The latter two 
functions are also performed by import control. When 
there is a regime of extensive control over imports, 
any discussion of import duties has to proceed uith 
regard to the kind of import licensing policy in force. 

2. From the purely revenue angle, imported 

products must be subjected to at least the same rates 
of taxation as like products of domestic origin. A 
somewhat higher levy could also be justified on the 
ground that those uho consume imported products make 
a draft on a scarce resource, namely, foreign exchange. 
In the mid-sixties, uhen the country uas facing a 
serious foreign exchange crisis, there uas a very 
sharp and substantial increase in import duties. This 
uas intended to act as a strong disincentive tp 
imports and to prevent importers from making exorbitant 
profits, which arose because the volume of permitted 
imports of most products uas much less than the 
domestic demand for them. These high levels of duties 
persist even today uhen there has been a radical 
change in the foreign exchange position and a 
significant change in regard to the external value 
of the rupee, and ue ars anxious to draw upon our 
reserves to accelarate growth. 
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7*3* A strong case could be madel out in today ( a 

conditions for a sizeable across-the-board reduction in 
import duties which, if they led to a substantial 
increase in imports, would, among other things, bo 
helpful in curbing inflationary trends. The limiting 
factors would be considerations of revenue and the 
importance of ensuring adequate protection to domestic 
industries. 


CONSIDER GOODS 


7.4. 


From the point of view 


praising 


revenue, it 


ahouldbe noted that a high rate of import duty does not 

necessarily mean large revenues. If imports continue to 

be restricted or banned through licensing, the revenue 

yield would not be very significant. As it is, although 

consumer goods ae a class pay imoort duties of 120 

per cent, or more, the revenue derived from them is 

the 

insignificant because Dy and large^import of most 
consumer goods is severely restricted and the one 
consumer item of which we have made substantial imports 


from year to year, hamely, foodgrains, is duty-free. 
However, in the altered foreign exchange context and 
with our concern for the augmentation of revenues, we 
would urge that a special study should be undertaken 
to see what class of consumer goods can be allowed to 
be imported in a larger measure without entailing a 
wasteful use of foreign exchange. Imports of some of 
the luxuries of the rich may well continue to be banned, 
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but it is to be remembered that when duties are higher 
than 100 per cent, every rupee worth of foreign 
exchange released for the purpose would mean the 
withdrawal of over two rupees from internal circulation 
more than half of this would accrue as revenue to 
Government and can be used for socially worthwhile 
purposes* Further there are many consumer items of 
interest to lower income groups whose prices, because 
of the ban on imports,are so high that only the rich 
can afford them* After a careful review, it should be 
possible to allow imports, on a more liberal basis, of 
articles4lready being allowed for import as well as of 
new ones which will satisfy the needs of various 
consumer groups as well as professional classes like 
doctors, photographers and even students and sportsmen. 
In quite a number of cases the prices paid by the 
consumer for imported products is far higher than what 
would be Justified by the import duty because of the 
restrictions on the imports of those products which give 
them scarcity value. 

INDUSTRIAL INPUTS 


7,5. The most important sources of revenue from 

import duties are industrial inputs and capital goods. 
The arguments that we have advanced in relation to 
excise duties on these items have equal validity in 
respect of import duties on them. Their impact on 
domestic industries and prices as well as the burden 



93 


they impose on various income groups are very similar in 
character to those occasioned by excise levies. The 
widespread belief that levies on imports impinge only 
on the upper income groups is erroneous. As indicated 
in the table under para 4.7 import duties do impinge 
on even low expenditure groups. A wide range of imports 
are used in the production of goods which are consumed 
by all sections of the community, furthermore, the raw 
materials and components which are permitted for import 
are those needed by our industries to maximise their 
output which has a favourable impact both on the price 
level and on employment - the two major.areas of current 
concern. We, therefore, favour a downward trend in the 
import duties on inputs, provided the import policy is 
sufficiently liberal to ensure that the benefit of 
reduction will go to the consumers of those products. 

7.6. However, since import duties on inputs are 

such an important element in the revenues derived from 
customs duties, on revenue considerations alone, the 
scaling down of duties may have to be both selective and 
phased taking into account the following factors: 

(a) whether a reduction in duty will help 
lowering the prices of the kind of things which in our 
discussion on excise duties we have included in the 
category of basic necessities such as food, clothing, 
shelter, education, health and transport. 

(b) whether reduction in duties, while 
lowering the revenue realisation per unit of import, 
would in fact augment revenues because the volume of 



imports would go up* 

(c) whether the cheapening of certain imported 
products would have a long-term favourable effect on 
the development process, including promotion of 
employment, 

(d) whether the duty on a particular input is 
unduly high, compared with the levies on competing inputs. 

7.7. Of course in any downward revision of duties, 

care will have to be taken to ensure that it does not 
have an adverse impact on domestic industries since 
import tariffs are' legitimately used for protective 
purposes. If, as In pre-Independence days, tariffs 
ware the sole instruments of protecting domestic 
industries, we would first need to determine appropriate 
levels of duty for different industries in order to 
protect the existing ones and to encourage investment 
in industries from the point of view of import subsi- 
tution on the merits of each case. But aFfter ths 
country's foreign exchange position deteriorated 
import control became the main instrument, not only 
for conserving foreign exchange but also for affording 
protection to domestic industries and since controls 
on imports, even though liberalised,continue to exist* 
it becomes necessary to consider what the relative 
roles of import duties and import control should be in 
affording protection to domestic industry* 
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7.8* For items in which ua are 8elf-sufficient, 

imports ars anyhow not allowed and duties are riot really 
significant either from the revenue angle or for purposes 
of protection. However, time and again occasion does 
arise to allow some imports of products in this category 
because for one reason or another a shortage has developec 
If the import duty is so high that the imported product 
will cost much more than the domestic product, the attempt 
to import more in order to relieve domestic shortage 
gets frustrated and it is only when shortages have forced 
domestic prices up that imports can begin to be helpful. 
Often in such cases import duties have had to be reduced, 
e.g. edible oils and synthetic fibres. Out on account 
of time which is inevitably taken in making such 
adjustments, there is avoidable damage to the internal 
aconomy. Therefore, for products which are only to be 
imported to meet unforeseen contingencies, import 
dutieB should be such as to equate landed cost with 
domestic prices. Since imports of these articles are 
not normally allowed, there would be no loss of rauenue 
if for this purpose duties have to be lowered. 

7,9. Similarly,the level of duty on inputs in 

respect of which the country is able to meet a 
substantial proportion of total requirements from 
local resources and only the gap between domestic 
production and demand is met by imports by actual users, 
should be such as to keep domestic and import prices 
at par. 
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7.10. Goods, of uhicft there is only small domestic 
production at high costs but tha bulk of uhose supplies 
comes from imports that are much cheaper, the right way 
of protecting domestic industry would not be through a 
high import duty on the bulk of the supplies. It 
uould be better either to gi\/e a subsidy to the 
domestic producer or to arrange for a pooling of 
prices so that the product continues to be available 

at a reasonable price and goods made out of it do not 
become unduly C03tly. 

7.11, By way of illustration of the points made 
above us uould cite the following instances: 

(a) The import duty on raw wool used to be 45$ and 
is now 75$ while cotton, another natural fibre for the 
textile industry, is duty-free. In the case of cotton 
some protective consideration could have come to play 
because we produce mcBt varieties of cotton. In the 
case of raw wool, the varieties produced domestically 
are mostly used for non-wearable fabrics; so the 
protective angle is not very important. So long as 
our priority, seemingly dictated on foreign exchange 
considerations, was to allow the import of cotton 
liberally and restrict the import of wool severely, the 
differential treatment in respect of duties was 
justifiable. But the position needs to be reviewed 
particularly now when out foreign exchange position is 
more comfortable. A major consequence of making the 
cost of the raw material itself so high is to put 
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woollen garments virtually beyond the reach of lower 
income groups, even In areas where the winter is quite 
severe, as well as to prevent the expansion of the 
decentralised sector. According to such informaition as 
we have been able to gather, almost the entire production 
of domestic wool goes to the weaving of carpets and 
certain types of blankets and coarse fabric, while it is 
imported wool which is mainly used for making most of 
the wearable fabrics including handloom fabrics as well 
ae for hand-spinning and knitting. The revenue loss from 
a sizeable reduction of import duty on this item may 
well be offset by larger imports. The consequent lowering 
of the cost of wool would st the same time enlarge the 
access of lower income groups to woollen garments and 
generate considerable extra employment in the process. 

An jLmportant consideration governing wool is that because 
it is a seasonal product, imported stocks have to be 
carried practically for the whole of the year and 
interest charges dn the import duty alone itself add 
another big percentage to the total cost of raw materials. 

(b) Domestic production of copper meets only 
a part of our needs. In fact, from one point of view, 
it would be better to conserve our supplies of copper 
ore as a strategic reserve rather than maximise 
domestic copper production to save foreign exchange. 

In any event, the cost of domestic copper is high. In 
addition, there is an excise on it, the level of which 



98 


was raised when world prices of copper had shot up and 
indigenous copper actually became cheaper. Today, the 
import duty including countervailing duty on copper 
is so high that its use in many traditional 

industries in making vessels and ornamental wares is 
almost disapprearing. Besides, the very high duty, 
namely, about 90^ of c.i.f. price ,has an impact on 
the price of a large number of electrical products 
for which copper is the main material. It uould be 
worth considering whether such protection as the 
domestic industry may need could not be provided by 
a price pooling arrangement since anyhow copper imports 
are canalised through the M. Fl.T.C. Somewhat similar 
consideration uould apply to zinc ahd Lead as well, 

(c) From many points of view asbestos cement sheets 
are much better roofing than corrugated galvanised 

iron sheets. The import duty on asbestos fibres 
puts the price of asbestos cement sheets too high 
for it to go in^o widespread use. Here again there 
is a very small, high-cost domestic production to 
protect. Price pooling arrangements could well be 
made to lower the cost of asbestos cement sheets. 

(d) There are practically no prospects of 
indigenous supply of products like Cobalt, Tungsten 
and Nickel. Such products should also be taxed at 
lower rates. 
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7*12. Import duties on items which are not being 

produced in the country give to investors a yardstick 
by which to judge uhether their production would be 
economic. Very high rates of import duty may encourage 
import substitution regardless of costs. While, obviously, 
the policy of import substitution must bo pursued and 
sustained by a tariff structure which encourages it, care 
has to be taken to ensure that except for items where 
for strategic reasons self-sufficiency is considered to 
be important, priority in the matter of import substi¬ 
tution is given to products which would neod a low level 
of tariff protection, i.e. products whose domestic costs 
will not be too high in relation to import prices. This 
consideration is particularly important in the develop¬ 
ment of industries which produce raw materials which 
sustain a large number of other industries. The high 
cost of raw materials naturally affects the cost of all 
the products made from it. As a result, not only would 
the burden on the consumer go up, but also the employment 
created by the development of such high-cost industries 
would be at the expense of much greater employment 
downstream. 

7.13. A specific case can illustrate the point. The 

# 

import duty of 320 per cent, on stainless steel sheets 
induced some very high cost units to come into being. 

When the Government proposed a reduction of duty to 
120 per cent, in the last budget, it was found that some 
of the units oould not stand competition with imports 
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and therefore the duty ua6 finally fixed at 220$. 

In consequence, while employment and profits in the 
e-xieting high cost units was protected, the possibili¬ 
ties of much larger gainful employment to those who 
would have made products of stainless steel including 
utensils was jeopardised. 

7.14. To sum up, from a purely economic point of 

view, lowering of import duties on raw materials would 
be desirable. The danger of a loss of revenue often 
gets exaggerated, because the prospects of higher 
revenues on account of larger imports as Well as 
increased excise revenges - as larger imports of inputs 
result in higher levels of domestic production - are 
not taken into account. Of course, protection to 
domestic industry has to be ensured. However, we 
consider that even with a reduction, adequate protection 
may continue to be available in most cases. Further 
we do have other methods than a high tariff to protect 
domestic industries. Finally, botji from the point of 
view of economic growth and increasing revenues, any 
lowering of dutiep should go hand in hand with 
liberalisation of imports and preferably be preceded 
by it. The reduction in import duties which we have 
suggested may not need compensating increase in other 
duties to safeguard revenue provided there is adequate 
liberalisation of imports which in today 's conditions 
seems possible. 
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CAPITAL GOODS 

7-15. Turning to industrial plant and machinery and 

capital goods, in general, the arguments ue have adduced 
for only a moderate rate of excise outy on them is 
equally valid for import duties with the difference 
that adequate arrangements must be made to ensure pro¬ 
tection to domestic machine building industries. 

Here again,account has to be taken of protection to 
existing industries, maintaining a level of duty which 
would encourage further investment in this sector and 
having a particularly low rata for those items of 
equipment whose production in the country in the near 
future is not considered to be likely or worthwhile. 
Further, the importance of ensuring complimentarity 
between import control and import duties is particularly 
necessary in the case of capital goods because their 
imports are usually licensed on a case-by-case basis. 

For capital goods industries, which are well established, 
it would be preferable to liberalise licensing, the 
tariff being retained at a level which is enough to 
give adequate protection to domestic producers. For 
industries which are newly set up and meet only a part 
of domestic capacity much greater reliance on import 
control will have to continue because of the general 
prejudice which exists in favour of imported machinery 
and which can only be overcome over a period of time. 



AUXILIARY DUTY 


There is no nesd to maintain a basic duty and 
an auxiliary duty as separate levies on imports* The 
latter duty is purely a revenue raising measure. As 
separate duties complicate the rate structure, ue 
suggest that consolidated rates should replace them, 

COUNTERVAILING PUT ICS 

7.17* Countervailing duties which are imposed on 
imports and are equal to the excise duties levied on 
the like products produced indigenously are fully 
justified on economic considerations* ThB assumption 
underlying these is that import duties serve a 
protective function and have the effect of equalising 
the landed cost of the imported product with the ex- 
flqctory cost of the indigenous one. Therefore, the 
levy which is made by way of excise duties on the 
latter must also be imposed on the former, if the 
protective function of the import duty is not to be 
eroded* In actual fact because our import duties are 
so much higher than what Would be justified on 
considerations of protection of domestic industry f 
the countervailing duties raise the price of imported 
products to a far greater extent than would be 
economically defensible. Since the principle behind 
the levy of a countervailing duty is sound, ue would 
not recommend its abolition and would rather see a 
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scaling down of import duties for tho reasons explained 
earlier. However, all too often because the excise 
tariff classifies items according to trade practice, 
products which are being imported on the conaidoration 
that there is no domestic production are hit by the 
countervailing- duties. For example,insulating paper 
used in the electrical industry is subjected to the 
excise duty which is applicable to ordinary paper. 

A clear decision should be mads by Government and 
preferably embodied in the law on the subject, that 
no countervailing duty should be levied on any import 
unless it would compete with an indigenous product 
which is paying the excise duty. 

AD VALOREM VERSUS SPECIFIC DUTIES 

7.18. The point has been made to us that ad valorem 
import duties have the effect of making imports more 
and more expensive as inflation in other countries 
raises the price of imported supplies. In dealing 
with this point in respect of excise duties we have 
argued that the higher revenue yield from ad valorem 
duties when prices rise are not inflationary, because 
they divert a part of the manufacturers* extra profits 
in conditions of shortage to the exchequer and they 
also act as a curb on ddmand. The same logic cennot 
apply to imports. Import duties do not transfer the 
higher profits of overseas suppliers due to inflation 
to the Indian exchequer. Further the higher demand 
which engenders the price rise is not Indian. On the 
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other hand some of the other objections to specific 
duties to which we have referred earlier remain. 

Ad valorem duties encourage the importer to get the 
cheapest possible product because the cheapness gets 
accentuated by the ad valorem levy. Specific 
duties would encourage the import of more expensive 
types of goods the incidence of duty on which would 
in ad valorem terms be lower. Further there are 
a wide range of products such as machinery on 
which specific rates of duty will not be practicable. 
On the whole we feel that there might be a case for 
making specific levies on primary products which 
do not have a wide variation in terms of quality 
and the prices of which are subject to sharp 
fluctuations both upwards and downwards such as 
metals, fibres and agricultural products. 

EXPORT DUTIES 

7.19. The importance of export promotion is 
well recognised and has led to the subsidisation 
of some of our exports. The days are gone when 
we could look upon export duties as a source of 
revenue. Their role in the future would be 
essentially an economic one of driving a wedge 
between high overseas Drices and low domestic 
prices so that export demand does not unduly raise 
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internal prices* Care has to be taken to ensure that 
frequent and suddon changes in export duties on short 
term considerations do not damage the long term 
prospects of our exports. Apart from export duties*, 
the. fact that our system of indirect taxation taken 
as a whole has the effect of raising the cost of our 
exports and the existing systems of drawbacks do not 
provide for full rebate of internal levies are matters 
of concern, tie shall be discussing this problem fully 
in Part II of our report. 
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8. REFORM OF SALES TftX SYSTEM 

8*1. Over the years, sales taxes have become more 

intensive and more extensive, accounting for 55% of the 
States* revenues, uhich amounts roughly to fe.3,500 croreS 
in 1975-76 as against 27% of the total States' revenues 

of about Rs.220 crores in 1950-51. 

MERGER OF SALES TAX WITH EXCISE 
8*2. A strong plea has been made to us by represen¬ 

tatives of trad6 and industry as uell as others for 
abolishing the sales tax as a separate entity and making 
appropriate enhancements in the excise levies, the pro¬ 
ceeds of uhich could be earmarked for the States. In 
support of this view, it has been argued that if a number 
of separate authorities independently levy a tax on the 
same products, there can be no rationalisation of the 
tax structure uhich is the main aim of the Committee. 

Uhen a single authority levies all the taxes on a parti¬ 
cular product, it can take into account all relevant 
considerations — the burden on the consumer as uell as 
impact on production and investment in the industry. Such 
a Central levy uould be easy to rebate uhen exports take 
place. There uould be considerable saving in the cost 
of collection. The diversion of trade as uell as of 
production centres from one State to another, uhich 
differential rates of sales tax lead to, uould be eli¬ 
minated. The harrassment caused by the requirements 
to comply with the laus, procedures and forms of diffe¬ 
rent States,uhich make life difficulc for small traders 
as uell as manufacturers who buytheir rau materials 
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and components from different States and also sell their 
product® in different States, will be removed* 

8,3* State Governments, on the other hand, have 

emphatically argued against such a course* In part they 

seem to be afraid that no matter uhat assurances are 

given, their revenues will suffer as a result of the 

change* They have some unhappy memories of the way in 

which, after they agreed to replace the sales tax on 

textiles, tobacco and sugar by additional excise duty, 

virtually 

their revenue from these items remained^rozen, though 
the Centre got higher revenues from them by raising the 
basic excise duty while keeping the additional excise 
duty unchanged* Perhaps they are influenced by the con¬ 
sideration that in each plan States are expected to step 
ud their own level of resource mobilisation and they 
do not for this purpose get any credit for uhat they 
receive by way of a share of Central taxes. Further, 
more important than mere revenue considerations, State 
Governments feel that any reduction in the powers of the 
State to tax its own people and having to depend on 
Central subventions instead would erode their autonomy* 
Finally, when a State ha3 to mount its own tax effort 
for which it has to seek the support of the State 
legislature, it has a greater sense of responsibility 
and explores every possibility of economising on 
expenditure* The increasing dependence of States on 
Central subventions tends to undermine financial 
discipline. 
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8*4* While there is a considerable amount of truth 

in the criticisms levelled against the existing systere of 
sales taxation by trade and industry, the proposal to 
completely abolish sales taxation and to confine commo¬ 
dity taxation to the points of production may itself be 
criticised on a number of grounds* The popular belief 
that excise duty and sales taxes fall on the same base, 
though levied by two different authorities, is not alto¬ 
gether correct* Estimates made by the National Institute 
of Public Finance and Policy indicate that nearly fe*500 
crores of sales tax are being currently collected on 
goods not subject to excise duties* This is a net contri¬ 
bution to revenue from taxes on goods such as agricultural 
products and output of small manufacturers a3 well 
articles of jewellery which, for administrative and other 
reasons, central excises do not reach* Further, even 
when the same product is subject to both excise duties 
and sales taxes the area of overlap is not total* The 
increase in value which takes place between the ex-factory 
stage and the point at which it reaches the ultimate 
consumer due to costs of transport and distribution as 
well as the profits of wholesalers and retailers cannot 
be taxed through excise duties* The levy of sales tax 
can cover this part of value added* From the purely 
economic point of view, confining taxation to the point 
of production suffers from the disadvantage that it 
comes at an early stage in the chain of transactions 
and, therefore, leads to a certain degree of cascading* 

In any case, the consequence of a simple abolition of 
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sales tax from the angle of resource mobilisation would 
be a substantial loss of revenue to compensate for which 
something like a 50 per cent, increase in excise duties 
on the average would be necessary, given the present 
base of excise taxation* 

8*5. In considering the future role of the sales 

tax system, a choice has to be between two alternatives:- 

(a) Through a constitutional amendment, the 
levy of sales taxes can also be made a Central subject 
and thereafter a rationalised s ; tern of indirect taxation 
on domestic production and consumption can be adminis¬ 
tered by the Centre; 

(b) An attempt can be made to reform the exist¬ 
ing State sales tax systems so that they are freed of 

most of their weaknesses* 

WEAKNESSES OF THE SYSTEM 

8*6* In making a choice between the two alternatives, 

the final judgment will necessarily have to be political* 
Without taking any position on the subject, we attempt 
in the succeeding paragraphs to analyse the weaknesses 
of the sales tax system and the possibilities of reform* 

8*7* Strictly speaking. Central excise duties ahd 

sales taxes levied by States should play distinct roles* 
Excise has relevance to the process of production which 
means an imposition on producers' prices with a country¬ 
wide incidence of the levies made on them* On the 
other hand, sales tax, being essentially a tax on 
consumption levied by a State Government, should be 
confined to consumers within the State without either 
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Interfering with manufacturing costs or impinging on pro¬ 
ducts consumed outside the State* 

8*8* Unfortunately, the sales tax system, as it has 

evolved and as it exists today, has become a burden on the 
producer raising his costs and ex-factory prices. The 
extensive sales taxation of inputs is one of the major 
contributors to the phenomenon of cascading to which ue 
have referred earlier. Through the inter-action of sales 
taxes and excise duties and the consequent increase in 
costs and profits, it often happens that the burden on 
the consumer of the final product does not always bear 
any semblance to progression to which both the Centre and 
the States individually attach importance in fixing 
nominal rates on final predicts. Sales taxes also tend 
to encourage vertical integration and handicap the deve¬ 
lopment of ancillary industries in the small scale sector 
because sales tax cannot fail on components produced 
within a factory for its oun consumption but it hits 
components bought from ancillary industries unless there 
are special exemptions. 

8.9. The taxation of inputs also means that its 

burden falls on consumers outside the State. While pro¬ 
cedures exist for refund of excise duties on a product 
when it is exported outside the country the sales tax 
paid on inputs are not rebated. Similarly, when the 
product is sold to other States, the producing State is 
able to tax the purchaser in consuming States even though 
there is concessional treatment of inputs under most of 
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the States' sales tax systems which are often nqt exten¬ 
ded to sales outside the State. In consequence, the more 
developed States which nave attained high levels of agri¬ 
cultural or industrial production are able to derive 
additional resources by taxing consumers in other States 
while the resource mobilisation capacity of the less 
developed States which have to depend on most of tneir 
needs being mst by imports from other States is weakened. 
This is evident from the table below, wnich indicates the 
revenues derived by different States from Central sales 
tax. 

TABLE 

(Figures in Rupees lakhs) 


Name of State 


1973-74 

1974-75 

(R.E.) 

1975-76 

(B.E.) 

Andhra Pradeah 

• 9 9 

957 

900 

954 

Assam 

9 9 9 

170 

195 

190 

Bihar ... 

9 9 9 

674 

1481 

1676 

Gujarat ... 

9 9 9 

less 

2124 

2336 

Haryana ■> *. 

9 9 9 

1245 

1300 

1428 

himachaJL Pradesh 

9 9 9 

14 

12 

17 

Kerala ... 

9 9 9 

501 

675 

775 

Madhya Pradesh 

9 9 9 

1614 

1900 

2100 

Maharashtra 

9 9 9 

5591 

7700 

6900 

Karnataka 

9 9 9 

1285 

16 CO 

1800 

Orissa ... 

9 9 9 

5B2 

606 

690 

Punjab ... 

9 9 9 

1017 

1350 

1553 

Rajasthan 

9 9 9 

587 

655 

725 

Tamil Nadu 

9 9 9 

2082 

2594 

2994 

Uttar Pradesh 

9 9 9 

527 

1000 

1050 

Uest Bengal 

9\9 

2507 

3500 

3750 

Delhi 

Total: 

9 9 9 

1323 

22546 

1371 

29464 

2597 


Source:l«State Budget documents for figures relating 
to Stato3# 

2*Delhi Administration for figures relating 
to Delhi* 
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8*10* Though it might be true that even less Indus- 
trialised States, which produce some essential raw mate¬ 
rials like steel get sizeable revenues from the Central 

sales tax, the fact remains that it is the more industri- 
tliat 

alised States^get a greater benefit and are in effect in 
a position to export their taxation to other States* 

This trend is also further accentuated by the 
high rates of tax under the Central Sales Tax Act though 
the Act itself was enacted with the objective of restrai¬ 
ning this possibility. Initially, the rate of Central 
sales tax was deliberately kept low at 1 per cent, follow¬ 
ing the recommendations of the Taxation Enquiry Commission 
headed by Dr* John fJathai* The main object in fixing 
the rates of Central sales tax at the low level of one 
per cent, was to ensure that while some revenue accrued 
to the exporting States, it did not result in raising 
unduly the burden on the consumers in the importing State* 
Further, it could plug the possible loopholes of evasion 
which would open if goods sold across the State borders 
were totally free of taxation* However, under pressure 
from States, the rate of Central sales tax has been 
steadily raised from one per cent, to 4 per cent, and 
today it has become an instrument of transferring resour¬ 
ces from less developed to more developed States* 

STEPS FOR REFORM 

8*11. Against this background, we need to examine 

whether instead of completely doing away with an inde¬ 
pendent sales tax system, it is possible to reform sales 



taxes and rid them of the rrfajor defects pointed out 
above. 

8.12* The adversa effects of sales taxation of inputs 
can be remedied by ensuring that sales taxes are levied 
only on finished products and not on inputs. The excise 
system does have certain procedures for giving relief 
from excise levies on inputs when products are exported 
but when they are sold domestically, the relief is avail¬ 
able only in a limited number of cases, frost States 
also provide for relief or concessional treatment 
respect of input taxation. The difference is that while 
the Central scheme gives the fullest possible benefit 
to products sold outside the country and only very limi¬ 
ted relief from ^ pyit taXa ^i°n for products consumed 
internally. States do not usually give full relief but 
only concessional treatment. Besides, while 3uch con¬ 
cessional treatment is generally extended to all indus¬ 
tries, it is often not made available unless, the sale 
qf the final product takes place within the State. 
Obviously, relief from input taxation must be given 
both by the Centre and by the States if it is to produce 
the desired results. Us have already urged that the 
Centre should provide for a system of extensive rebate 
of excise duties on inputs, to start with under the 
existing provisions. The question arises a3 to how 
parallel action could be ensured in respect of sales 



ENLAB ENT OF LIST OF OECLAR ED GOODS 


8»13« One uay in which the above objective oould be 

achieved is to enlarge the list of declared goods. Parlia¬ 
ment has powers to declare any particular product to be 
of special importance in inter-state trade or commerce 
and impose restrictions and conditions in respect of sales 
tax thereon. These powers were acquired by the Parlia¬ 
ment in pursuance of flathai Commission's report, which 
spelt out the following guidelines for inclusion of 
items in the list of declared qoodst 

(i) The commodity should be a raw material or 
largely in the nature of raw material; 

(ii) either as raw material or as finished goads 
based on such material it should be of 
special importance in terms of volumes in 
inter-State trade; and 

(U*| for the country as a whole, the product 

should also be of special importance from the 
point of view of the consumer or industry. 

8.14* However, there is no legal limitation on Parlia¬ 

ment's discretion in this respect. The list of declared 
goods originally included some key raw materials like 
coal, cotton, hides and skins, iron and steel, jute and 
oilseeds, the three consumer products in respect of 
which additional excise duties by voluntary agreement 
replaced sales tax^ namely, cotton fabrics, sugar and 
tobacco as ueJ,l as some other consumer products, ’namely, 
rayon and art 'silk' fabrics and uooien fabrics. Using 
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these powers, the Centre can keep the sales tax on a num¬ 
ber of inputs not used as final products at very low 
levels, though clearly the inputs to be selected for the 
purpose must be 9uch as could be said to be of special 
importance In inter-State trade or commerce* 

CENTRAL SALES TftX 

8*15* Another measure within the sphere of Central 

legislation which would reduce the extent to which the 
taxes imposed by one State affect consumers in others and 
also bring about some restraint in the taxation of inputs 
would be to reduce the Central sales tax an inter-State 
sales if necessary by stages to its original level of 
one per cent. Indeed this change in our view is the one 
most urgehtly needed in the interests of equity between 
States. All too often discussion on the role of sales 
tax proceeds on the assumption that it is mainly an issue 
between the Centre and the States while one of its dis¬ 
turbing features is the way in which it can lead to 
inequitable distribution of resources among States, Once 
the rate of inter-State salsa tax has been lowered, the 
States will find it desirable in their own interests to 
lower the tax on inputs. Otherwise, manufacturers will 
try to import thorn from other States and thus pay no 
more than the inter-5tate sales tax. In fact even now 
levies on inputs which are higher than the inter-State 
sales tax lead to purchase of inputs from other States* 
Thus, transformer oil is being .imported' by industries in 
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Tamil Nadu from Kerala, paying the lower inter-State 
sales tax of 4 per cent against Tamil Nadu's sales tax 
of 8 per cent on the same product. Other instances have 
also come to our notice. Certain chemicals which are 
being produced in Uttar Pradesh are being imported into 
Uttar Pradesh from Gujarat while the State's own produc¬ 
tion gets sold in the State of Bihar because the local 
sales tax on the products is higher than the rate of 
inter-State sales tax. 

MEASURES OF REFORM 

8.16. In our view, it is both possible and desirable 

to take measures towards removing the major weaknesses of 
the sales tax system, within the framework of the existing 
constitutional provisions; 

(i) It should be possible to persuade the State 
Governments to accept a more rational and 
simplified system of sales taxation on the 
lines recommended below. However, if voluntary 
agreement with the States is not found to be 
practicable, it would become necessary to 
include the powers to levy sales t a x in the 
concurrent list. This would enable the Centre 
to exercise a restraining influence to the 
extent necessary without taking away the 
power of the State to levy taxes on their 
own residents. 

One of the recommendations made by the expert 
groups which have studied the sales tax systems of 



Individual States has been that the sales tax should be 
a single point tax* Such a tax could be either at the 
first stage or at the last stage* The first stage tax is 
in several respects an equivalent of excise duty* The tax 
uould thus be confined only to manufacturers within the 
State and those uho import goods from other States* Whilst 
it uould be easier to collect because a large number of 
dealers uill not require to be covered, it cannot absorb 
the value added subsequent to the manufactured or import 
within the State which is one of the factors distinguish¬ 
ing Sales Tax from exciss duties* 

On the other hand, the last point sales tax, 
in operational terms, would mean that sales to parties who 
are registered dealers under the Sales Tax Act will be 
exempt from sales tax and the tax will bB levied when the 
sale is made either to a consumer or to any one else uho 
is net so registered. In such a system, there will also 
be a provision for the exemption from Sales Tax on sales 
of raw materials,intermediate products to the registered 
manufacturers. If the taxation of inputs gets virtually 
eliminated, the need to extend the list of declared gogds 
to cover major inputs may not arise* 

Therefore, the levy of sales tax at the last 
point would have clear advantages as it would tax the 
value added subsequent to the manufacture and would also 
do away with the evils which arise from the taxation of 
inputs without appropriate provisions for relief or draw¬ 
back. It uill also minimise the outlay on working capital 
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as a manufacturer/distributor does not havs to pay taxes 
at the first point of purchase, which he will otherwise 
be able to recoup only on his sale of the finished product 
etc* However, one of the arguments against a last point 
salo8 tax haa been that it involves a large number of 
small traders and that a single point sales tax levied on 
the final sale is fraught with serious risks of evasion* 

It is in this context that a double point sales tax, as 
is in vogue in Maharashtra and Gujarat becomes relevant* 
Tho levy of double point tax is generally confined to a 
feu commodities which do not pass through controlled cha¬ 
nnels* Though the advocates of this system claim that 
this plugs evasion, the fact remains that the same risk 
as exists in the case of last point sales tax regarding 
evasion equally applies to the double point sales tax in 
respect of the second point of sale* Further., in its 
operation it will be necessary to fix appropriately two 
low rates at the first' and second stage or make a provi¬ 
sion for a eat off at the second stage to avoid cascading 
effects* In either case, the system cannot be said to be 
that simple in its operation and to possess the charac¬ 
teristics of a better system, which could be efficiently 
and smoothly implemented. On a balance of all the 
considerations, we faveur a single point tax at the last 
stage* 

(ii) The second important step to be taken towards 
rationalisation of the sales tax system is to 
bring abeut a reduction in ths rates of 
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Central Sales Tax from the existing 4 % 
to the lev/el of 1^, by stages if necessary. 
Such a low rate of tax on inter-State 
Sales while serving as a means of preventing 
large saale evasion of tax on internal 
sales (which may be passed off as 
inter-State sales), would also go a long 
way towards preventing the export of 
taxation levied by one State to the 

i 

residents of other States. 

8.17 Compliance with sales tax regulations in 
the matter of book keeping stc. places a heavy burden 
on small traders. It would, therefore, be desirable 
to raise the limit for compulsory registration to a 
reasonably high level in the case of dealers other 
than manufacturers and importers within the State. 

For this purpose, dealers with an annual turnover above 
lakhs should be required to register them¬ 
selves. This figure is a good line of demarcation as 
under the Income Tax Act also, assessees are required 
to maintain accounts if their turnover exceeds this 
figure. This change would also reduce the number of 
establishments which have to pay sales tax. 

8.18 It should be quite possible and even 
desirable to make registration under the sales 
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tax voluntary for a wide range of retailers. If they 
do not register then the supplies which they obtain 
from wholesalers will bear the sales tax, but so far 
as they themselves are concerned, they would not be 
involved in any sales tax accounting.. Thus, on the 
whole, the change suggested above may reduce the cost 
of collection to the State on the one hand and 
irksomeness to the small trader on the other. 

NEED FOR UNIFORMITY 

8.19 Ue have said earlier that State Governments 

should have reasonable flexibility in the administration 
of sales tax laws because conditions differ from State to 
State. However, there are some features of sales tax 
legislation which call for a measure of uniformity. 
Otherwise they create problems both for State Governments 
as well as for trade and industry. While a large number 
of products can be taxed at different rates, there are 
some on which rate differentials encourage uneconomic 
diversion of trade in a manner which also results in a 
loss of revenue to the State with a higher rate of 
taxation. Thus for the more expensive gonsumer goods, 
cars, refrigerators, tyres and the like, it often pays 
the consumer, if the difference between sales tax rates 
is large enough to make purchases in other States than 
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his oun. Another valid point which ha* been made to us 
is that there are many products for which the Central Gover¬ 
nment or the producers try to maintain a uniform all- 
India price but different rates of sales tax result in 
divergence of price from State to State. Thus there is 
an upequalised price for cement. Drug manufacturers are 
required to mark the maximum retail price of the product 
on the package. Manufacturers of products like vanaspati 
also maintain uniform all-India prices. However, so far 
as the consumer is concerned, because sales taxes are 
extra, the price not only varies from State to State but 
because of ths provision that local taxes are extra, the 
maximum prices fixed by manufacturers or Government lose 
their sanctity and the consumer may well be charged much 
more than what might be justifiable on account of the sales 
tax. Similarly, in the case of petroleum products, diver¬ 
sity in rates affect running costs of transport differently 
and cause diversion of trade. In respect of these products 
it would be desirable to have uniformity in the rate of 
sales tax. This can be achieved by voluntary agreement 
among States. Further, for some of the essential goods 
like cement, medicines, vanaspati and petroleum products, 
it may be desirable even to consider the question of levy 
of an additional excise duty in lieu of sales tax. 

8.20. Another area of reform would be to bring 

about uniformity in sales tax legislation and procedures 
obtaining in different States. Variations in the word¬ 
ing of the law and in the forme prescribed thereunder 
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lead to considerable difficulties to those operating in 
more than one Stats# Because the wording of the law 
differs, High Court rulings on their interpretation also 
differ# Having to fill different forms in different States 
create their own problems. Uniformity would eliminate 
some of the irksomeness of the present position. It 
could bo achieved either through a Central legislation by 
getting the consent of the States under Article 252 of 
the Constitution or by the drafting or a model law by a 
Central agency like the Law Commission, which each State 
could adopt. Alternatively, a small group of representa¬ 
tives from different States could be set up who could 
jointly evolve the draft of such a law, after agreement 
on these matters# Such a legislation need not touch upon 
the rate structure, which each State would be free to 
determine acting within its own legislative powers. 

NEEU FOR STUDY OF SALES TAX SYSTEM 

8.21# Turning now to problems which relate to the 

efficacy of the sales tax system as they prevail in each 
State, we are happy that many States have in recent years 
had studies of their sales tax systems undertaken by 
expert bodies# Ue feel that this is a healthy trend# 

The economy of each State has its own peculiarities# 

Levels and sources of income differ from State to State# 
Therefore, studies or all connected problems by expert 
bodies in each State would be most helpful. It would, 
in our view, be even better if the studies were compre¬ 
hensive enough to take into account all the resource 
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possibilities of the States rather than concontrate on one 
single source of revenue. There uuuld be added advnatge 
if the same body were to undert ake studies a number of 
States so that the experience and practice of eacn State 
could be of benefit to the others* 

ALTERNATIVES TO COMPENSATE LOSS OF REVENUE 

8.22. State Governments may feel that some of the 

recommendations ue have made above uill expose them to a 
serious loss of revenue. Our approach throughout has been 
to avoid this and ue believe that with appropriate adjust¬ 
ments in rates, loss of fevenue can be avoided. Thus, 
the reduction in the'rate of inter-Stata sales tax would 
be and could be offset i<n two ways. Firstly, uith the 
increase in the inter-State sales tax a growing volume o 
inter-State transactions is taking place on a consign¬ 
ment basis. As no inter-State sale takes place the tax 
gets avoided. In fact it is only the relatively small 
dealers who find it difficult to circumvent the tax in this 
manner. If the tax rate is lowered, the subterfuge will 
nc longer be a paying one. Secondly, to the extent that 
the. revenues derived by a State on its sale outside the 
State go down, its capacity to have a higher sales tax 
on products originating outsidB the State would go up. 

It is true that for each Stats the loss and gain may not 
quite balance but in general there would be a more equit¬ 
able distribution of sales tax revenues between different 
States. ‘Ag regards the loss that may seem to arise 



from a reduction in the taxation of inputs, appropriate 
adjustments of rates on final products should make up for 
the shortfall without really raising the burden on the 
consumer* 

IM PLEMENTATION OF SIXTY-FIRST REPORT 
OF LAW COMMISSION. 

8*23. In addition, ue would drau attention to certain 

possibilities of extending sales taxation which within 
the existing legal and constitutional framework remain un¬ 
tapped* In its 6l8t report, the Law Commission observed 
that several transactions fall outside the concept of sale 
because of the absence of the essential requirements of 
sale. For example, a transaction between a hotelier and 
a resident customer of a hotel - if there was a consolida¬ 
ted charge for boarding and lodging- would be one of 
providing services and would not be taxable under the 
head ’sale of goods’. The Commission noted that the pri¬ 
mary difference between a contract for work (of service) 
and a contract for sale of goods was that the service was 
intangible and it would be difficult to identify the 
service component in the final product produced, despite 
the fact tnat a patt or even the whole of the materials 
used by the contractor for making the final product 
may have been his property. In other words, this is 
because the distinctiveness of the two components em¬ 
bedded in the final product, namely, goods used and the 
services performed got blurred, though the transactions 
relating to works contracts resembled a Pale in substance. 
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Thus the sale of an air-conditioner is subject to sales 
tax but a contract to air-condition a building which does 
entail the supply of airconditioning equipments escapes 
taxation. Similarly, sales of automobile spare parts; are 
taxable but a contract to repair or overhaul a vehicle is 
not subject to sales tax* The recommendations of the Law 
Commission to bring the kind of transactions referred to 
above within the sales tax net should be implemented* 

8*24* Opportunity can also be availed of to Implement 

the recommendations of the Law Commission in regard to 

taxation of hire-purchase transactions. As the law stands', 

it ia only when the final instalment is paid than the sale 

not 

becomes effective and, therefore, the tax is/leviable on 
earlLieT instalments. Steps should also ; )o taken to imple¬ 
ment the other recommendations of tho Law Commission to 
plug evasion* Ue particularly commend the enactment of 
provisions analogous to the provisions in the Gujarat 
Sales Tax Act, which has been upheld by the Supreme Court, 
for facilitating and enforcing the recovery of any amount 
illegally realised as tax by a private person whether as 
sales tax or any other tax./ 

8*25* At present there is sales taxation of goods 

but not of services. In many advanced countries, services 
rendered by lawyers, architects, accountants, consultants 
etc. are subject to tax. A point in favour of such 
taxation is that the upper income groups spend more on 
services while lower income groups spend more on goods* 

At the same time in Indian conditions the introduction 
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of such a tax has to be on a very selective basis. Other¬ 
wise self-employed persons and certain types of economic 
activities may bo adversely affected. In the absence of 
adequate data, it is not known whether such a tax would 
yield sizeable revenue. Ue suggest that if Government 
consider it desirable to tax services the revenue poten¬ 
tial as well as the practical problems of such taxation 
should bo further examined. Ue are inclined to the view 
that if such a tax were to be introduced it should be 
under Central legislation and administration - even if the 
proceeds of the tax go to the States. One reason for 
this is that sales of services often have an intor-State 
character. Further, any such taxation will have to take 
into account its effect on the national economy as a whole. 
In particular, it would be important to ensure' that 
services sold to producers arc not made subject to taxa¬ 
tion because they are in the nature of inputs; otherwise 
the same problems of cascading and distortion that have 
arisen now in respect of taxation of sale of goods will 
also arise in respect of taxation of services. 
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9., A LTERNAT IVES TO OCTROI 
DEFECT S OF OC TROI 

9.1. Octroi has boon found to bo undosirablo and 

harmful by almost every Committee that examined its 
wor-king in the past, uhathar set up by tho State 
Government or by the Centre. The following striking 
features have made it distinctively obnoxious:- 

(i) As the levy is often collected as a 
specific duty, in terms nf weight, the incidenco of 
the tax is regressive. Uatcnes got taxed at lower 
rates ad valorem than cloth. 

(ii) Its administration is cumbersome and 
vexatious. Wide discretionary powers vested in lou 
paid staff have led to corrupt practices. 

(iii) The numerous barriers set up for 
collecting the tax at the points of entry as well as 
the very complicated procedures involved in getting 
refunds affect the smooth flow of trade. 

(iv) It immobilises a large number of 
transport vehicles for unconscionaoly long poriods 
of time. 

(v) The cost of collection of the tax is 
disproportionately high in relation to the revenues 
derived therefrom. For example, the Uankhede Study 
Group's report for Maharashtra shows that the percen¬ 
tage cost of collection to gross octroi income was 
about 23.4 for 1963-69 in respect of 97 village 
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panchayats and 22,6 for 210 municipal councils, Tho 

Lakdawala Committee report for U.P. shou/s that for 

1972-73. the cost of collection uas 7,2 pBr cent in 
cities 

respect of KA VAL/namely, Kannur, Allahabad, Varanasi, 

Agra and Lucknow. 

(vi) Its sc onomic impact, in addition to some 
of the adverse cascading effects as in sales tax, is 
undesirable in one other respect; it encourages the 
concentration of industries in metropolitan areas, 
particularly Bombay and Calcutta, Factories located 
within these areas can reach a large mass of consumers 
free of octroi levies. Even ancillary industries get 
located near the larger factories to escapB this levy 
so that the components they sell do not pay any octroi, 

SEARCH_F01.3 SUBSTITUTES 

9,2. Nevertheless, State Governments within whose 

jurisdiction octroi has been traditionally leuied have 
not been willing to get rid of it on the ground that 
they are unable to find a suitable substitute through 
which they could recoup the revenue that would be lost 
as a result of abolition of octroi, Ue are unable to 
accept this argument, as quite a number of States, e.g. 
Tamil Nadu and Bihar have been able to make arrangements 
for the financing of their local bodies without recourse 
to octroi. Perhaps one factor which is causing the 
reluctance to replace octroi duties by any other is the 
feeling that people had got accustomed to the impact of the 
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octroi uKich is not visible to those on whom it 
ultimately falls while any new tax will give rise 
to a good deal of resistance. 

9.3. Another factor which seems to have 
discouraged" State Governments from going ahead uith 
the abolition of octroi and its replacement by some 
other form of local or State taxation is the expecta¬ 
tion that somehow the Centre can be persuaded to make 
good the loss of revenue on account of the abolition 
of this tax. Some State Governments, like Maharashtra 
and Gujarat f which had appointed Committees to go into 
octroi duties, did not proceed to give effect to the 
alternatives recommended by these committees because 
in the meantime the Central Government took an 
initiative in the matter which engendered the hope 
that it will be the Centre and not the States which 
will have to look for alternative sources of revenue. 

9.4. When the question of a Central levy in 
lieu of octroi was feeing discussed, a surcharge of 
20 paise par litre of excise duty on high speed 
diesel was beinq seriously considered. While the 
larger road transport fleet owners may well prefer 
this course, because their economies will improve with 
the larger turn around of vehicles, there is, from 
the national, point of view, a good deal to be said 
against this course or any other which would mean 
Central compensation to States levying octroi, the 
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burden of which may fail an Statos whoso municipal bodies 
do not levy an octroi and have had recourse to other 
measures such as higher property tax to finance themselves. 
An increase in the tax on diesel will have an alround 
effect on costs and prices of goods. In particular, 
it will increase the cost of agricultural operations 
which may lead to increase in prices of agricultural 
product^. There is, moreover, the question of main- 
taining parity in prices between kerosene and diesel. 

For these reasons, we do not favour an increase in the 
levy of diesel to compensate the loss of revenue that 
may arise on account of abolition of octroi. 

9.?. In considering alternative levies to 

take the place of octroi duties the question arises on 
whom the burden should fall. The less industrialised 
States have taken the line that the levy should fall 
on the people of the municipal areas who Bnjoy the 
municipal services. This view ignores tha fact that 
octroi, although it is nominally levied on goods which 
enter municipal limits, does cast a burden on the 
surrounding rural community who often draw most of 
their supplies of industrial products from shops 
within the municipal area. Further, octroi affects the 
prices which farmers get for their produce which they 
sell within the octroi limits, while seemingly octroi 
fall3 on the consumer through higher nrices. Part of 
it also falls on the producer who gets lower prices. 
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The other view which has been put forward 
is that metropolitan cities and particularly the 
port towns serve the entire country through their 
Industrial out-put and port facilities. Therefore, 
it would be legitimate for the entire country to 
contribute towards the cost of their maintenance. In 
our view, while it is legitimate and proper that for 
the development of the infrastructure for international 
ports and the industrial complex around thorn there 
should be, as there is, provision for Central assistance 
under our plans. The cost of maintaining and running 
municipal services should appropriately fall on the 
people who earn salaries, wages and profits in those 
areas and not be passed on to the consumer outside 
except in the form of the costs of the products or 
services which these areas provide to the hinterland. 
9.7. On the whole, therefore, wo feol that 

resources for the up keep of municipal areas consequent 
on the abolition of octroi should bB found by taxation 
by the local authorities or by the State Government 
but not passed on to the Centre which means the 
country as a whole. To the extent that this can be 
done by purely lodal leviss e.a. increased property 
and water tax or a tax on professions as has been 
done in States where octroi is not levied the local 
authorities would be in the best position to determine 
the rates of levy. 
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9.8. However, if recourse has to be had to commodity 
taxation as a substitute for octroi on the ground that 
octroi uas levied on products, uo would very much 
favour the levy being made by the State than by municipal 
bodies. 

9.9. This would mean the State undertaking such 
commodity taxation as may be necessary to provide 
resources for municipal bodies - unless it were to bo 
decided that all commodity taxation is taken over by 
the Centre and sales taxes are replaced by excise duties 
and taking such measures as they deem appropriate to 
ensure an equitable distribution of the tax burden on the 
sharing of its proceeds among the municipal bodies. 

9.10. In its effect, octroi operates very much like 
sales tax. One major difference is that it does not 
apply to uhat is produced and consumed within the 
octroi limits. This can hardly be considered to be a 
point in its favour which would justify its retention 
as a separate^ntity. If octroi were replaced by some 
device which would be in the nature of an extension 

or enhancement of the sales tax,the tremmendous 
saving in the cost of collection, in the cheapening 
of transport and the elimination of losses due to 
faulty or dishonest administration would enable the 
requisite amount of resources to be mobilised with 
possibly a decrease in the aggregate burden on the 


consumer 
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FEASIBLE ALTERNATIVES 


9.11. Various suggestions in this regard have been 
made from time to time. A flat turn-ovor tax has bean 
suggested in more than one study by Committees appointed 
by State Governments. In Pfeharashtra, tho Uankhode 
Study Group suggested such a tax limited in its 
operation to turnover of dealers covered under the 
Bombay Sales Tax Act. According to the Study Group, 

the turnover should exclude (i) exports f (ii) declared 
goods, and (iii) commodities covered by the scheme of 
additional excise duty in lieu of sales tax, but 
however, include oven those items which are exempt 
under the General Sales Tax Act. The Group had 
recommended the levy of a flat rate and estimated 
that a rate of about 0.7 per cent would yield enough 
revenue to compensate local bodies for the loss on 
account of abolition of octroi. Tho Lakdawala 
Committee has also likewise recommended that the 
octroi should be abolished and replaced by a one 
per cent, tax levied on turnover which would compensate 
the loss on account of octroi. 

9.12. Another alternative would be to have a simple 
surcharge on sales tax, A surcharge on sales tax 
would mean differential increase in the taxes on 
commodities taxed at different rates. This would 

make for complications and could lead to sharp 
increase in the tax of items which may already be 
heavily taxed. Ue are, therefore, inclined to support 
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a small turnover tax for varioi s .reasons including tho 
fact that at least two competent committees looking at 
tho problem from the States point of view have recom¬ 
mended it, Ue would favour limiting tho rates of turn — 
over tax to loss than one por cent and if any additional 
resourcos aro needed they should be found by the local 
bodies without getting into the field of commodity 
taxation, 

9.13, While we have discussed various alternatives 
to octroi our main emphasis is on getting it abolished 
rather than on any particular alternative to replace it. 
Though, the suggestions made above are not free from 
defects, the weaknesses and adverse effects of the 
octroi system outweigh them, Ue would urge that so 
long as State Governments agree to the abolition of 
octroi they may have reasonable latitude in the matter 
of devising alternatives. 

9.14, It may well be, that the octroi revenue in 
certain areas is so large that State Governments may 
hesitate to do away with them, however strong the case 
may bo for such action. If necessary tho operation 
can be carried out in two stages. Octroi can be 
abolished in the municipal areas through which trunk 
road transport services operate in transit while for 
tho present they could be allowed to function only in 
places like Bombay and Calcutta which are largely 
terminal points. However, this can be but a temporary 
expedient, only if calculations show that otherwise a 
very substantial additional levy by the State Govern¬ 
ment would become necessary. 
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10. .LONG TER 1*1 .REFORM OF THE INDIRECT TAX SIRtiCjURC 

10.1 In the course of our analysis of the 

weaknesses of the existing system of indirect taxation 
in the country, (vide section 3), ue had indicated that 
given the magnitude of the problems and the interaction 
of taxes levied by different authorities, it uould not 
only be enough to consider reforms within each individual 
tax system, but it will be necessary to think of more 
far-peaching changes to bring about a harmonious 
functioning of the various elements in the system. In 
sections 5 to 8, ue have discussed some of the major 
steps that should be taken in furtherance of the 
objective of rationalisation of the tax structure. In 
order to mitigate the problem of cascading and to 
minimise the overlap of excise and sales taxes, ue have 
suggested that on the one hand, there ought to be a 
lowering of excise levies on raw materials and on the 
other, restrictions could be imposed on the power oT the 
State Governments to levy sales taxes to the extent 
needed to ensure that there is no undue increase in the 
cost of production and that each State essentially 
taxed its own residents without jeopardising national 
priorities, A rationalisation of the excise duty 
structure on final products has also been recommended 
along with the extension of the provision for tax 
set-off to narrow down marked divergences between 
nominal and cumulative levies. 
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10.2 These change? would not only initiate the process 
of reform but should be capable of bringing about a marked 
improvement in the existing system. However, they could only 
go part of the way. If it is our objective to eliminate, or 
reduce to negligible proportions, cascading and distortions 
in relati-ve factor prices caused by import, excise and sales 
taxation, we would have to think of making long-term changes 
in the direction of a system with generalised set off for 
taxation of inputs. The main reason for this is that a simple 
reduction in the rates of duty on a raw material andother 
inputs, particularly in the case of excise duties, could only 
proceed up to a point; beyond that it not only involves huge 
losses in revenue but also relieves Certain types of 
consumption and products from taxation. Consequently, if 
revenue losses are to be made up, final products which are 
already taxed would have to be subjected to further taxation. 
Besides, taxation at different stages is required to keep 
evasion under check. Thus, a system of set-off becomes 
central to the whole scheme of rationalisation of any 
extended system of indirect taxation. It is in this context 
that we need to consider the subject of value added taxation. 

VAL UE ADDED TAX (VAT) 

10.3 The evolution of indirect taxes in India is in 
many respects similar to the course it has taken in most 
other industrialised and developing countries, The 
emergence of an extended system of excise taxation, or the 
overlapping between an excise tax system and a multi-point 
general sales tax, the problems of distortions and cascading 
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that thesa give rise to, the attempts to deal with such 
problems — all these developments have manifested 
themselves ih different developed and developing 
countries as their economies grew complex and the 
burden of their fiscal system steadily increased. It uas 
then realised that in order to avoid distortions, promote 
exports and to make intervention benef ic-^ent, selective 
and putposeful, it uas necessary to think of a different 
system embodying a principle which would eliminate the 
above mentioned problems even under an extended commodity 
tax system. In pursuance of this objective, today, 
almost the whole of Western Europe (including the United 
Kingdom) as well as a number of developing countries, 

t 

such as, Brazil, Argentina and Ivory Coast, have gone 
on to the Value Added Tax (VAT) system. The question 
naturally arises whether India too, faced with similar 
problems, could and should adopt VAT. In fact, our terms 
of reference require us specifically to examine the 
feasibility of adopting some form of VAT in the field of 
indirect taxation. If the answer is in the affirmative, 
we have further besn asked to indicate what would be 
the appropriate stags at which the principle of VAT 
should be applied. When we elicited the views of trade 
and industry on the subject, we found that although 
there were several who expressed doubts and reservations 
about the administrative feasibility of adopt ing VAt 
in India, there uas an impressive measure of support 
foT such a change - one important source of stJqh support 
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being the Federation of Indian Chambers of Commerce and 
Industry. 

10.4 A detailed exposition of the VAT system is given 
later in the Report. Essentially, VAT in its comprehensive 
form is a tax on all goods and services (except exports 
and government services) , its special characteristic being 
that it falls on the value added at each stage —from the 
stags of production to the retail stage. However, in 
practice, no attempt is made to ascertain the amount of 
value added, but instead each tax-payer is allowed to 
deduct from the tax payable on his output the taxes he has 
paid on his inputs. Administratively, this is a simpler 
way of reaching the value added. It is also clear that 
the producers are in effect freed from the taxation of 
inputs at every stage. Thus, a distinctive merit of the 
VAT is that it enables a country to have an extended 
system of commodity taxation and yet avoid the problems 

of cascading and escalation of costs that are concomitants 
of general sales and excise taxes. It is also relatively 
easy under the VAT system to completely free exports of 
internal commodity taxation. 

10.5 In Euronsan countries that hav9 adopted the 
full-fledged VAT system, VAT is applied to internal 
production as well as imports while exports are exempt. 
Individual imported commodities may be, and are, in addition 
subject to protective duties. This means, that apart 

from affording a certain degree of needed protection, 
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imports ar8 placed on tha same footing as domestic 
products for the purpose of taxation. 

10.6 The VAT in its comprehensive form extends 
from the mining and manufacturing stages to the retail 
stage. It can replace all other forms of internal 
indirect taxes. Thereby, the maximum benefit can be 
derived from VAT. However, such a tctal or near total 
replacement is, for obvious reasons, more easily done 
under a unitary system of Government than under a 
federal system, for, in the latter, the State 
Governments need to be given certain independent pouars 
of taxation. 

10.7 The first question ue need to consider is 
uhether ue should take as our long-term objective the 
replacement of the existing Systems of excises, sales 
taxation and octroi by a comprehensive VAT. This would 
have several economic advantages. It would also be 
consistent uith the oft-mxpressed desire of trade and 
industry to deal uith a single tax authority in the 
indirect tax field, which in turn is at the root of tha 
demand for the merger of sales taxes uith excises. Us 
have discussed in Section B the arguments for end 
against the proposal and draun attention to the 
political judg ment involved. 

10.8 However, there is a more important problem 
to be faced, namely, the administrative problem of 
enforcing VAT at the wholesale and retail stages, 
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because, firstly, the number of tax-payers t« be dealt 
with gets larger as we move further doun the $ina in 
the chain of transactions; and secondly, the* ©mailer 
dealers in a developing country and evan in developed 
countries, maintain only a primitive form of accounting 
and may find it extremely difficult to cope with the 
accounting requirements of VAT. Thare is also the 
further consideration that wholesalers, and evan more 
the retailers, are likely to be dealing in a variety of 
commodities so that the matching of output and input 
taxes becomes difficult. 

MLUE ADDED TAX AT MANUFACTURER* S STAGE, (jtflNVftT) 
10.9 For those reasons, us consider that it would 

be premature now to think in terms of a comprehensive 

system of VAT extending down to the retail level. But 

in order to put Central taxation on a rational basis, 

ue would urge that serious consideration bo given for 

moving over to a VAT system at the manufacturing level - 

the so-called MANVAT. It is our view that in ttie ultimate 

analysis a satisfactory solution to the various distortions 

and problems that arisB from an extended system of excise 

taxation lies in the adootion of NANVAT. The main 

advantage of MANVAT would be that it would altogether 

eliminate cascading on account of taxation Df rav materials 

and other inputs. The tax levied on a final product 

w.auld be the total tax on it and the tax on inputs at 

earlier stages will not affect its cost or price. The 



consequent reduction in interest charges and in 
successive mark-ups would also be favourable factors as 
far as prices of'final.products ara concerned. The 
community would know the real tax burden-on each product 
and it would also facilitate tho gradation of different 
products under lower or higher rates in order to achieve 
the desired degree of progression. MANVAT nay also 
minimise the requirement of physical chaclo to ensure 
that there is not much evasion. Besides, the 
competitiveness of our products in tho export markets 
will get a major thrust. 

10.10 From the administrative angle, NANVAT should 
not present insurmountable difficulties. From tho point 
of view of accounting, the larger manufacturers would 
not find it too difficult to cope with the requirements 
of VAT and the number of tax-payors to be dealt with 
would be manageable. Though the smaller marvu-facturere 
in certain industries would pose some administrative 
problems, keeping in view the experience of other 
countries and the fact that the major part of excise . 
revenue id coll'octod from a relatively smaller number 

of large producers, it should net be difficult to 
devise special schemes for tho smaller producers 
consistent with the socio-economic objectives of 
encouraging their growth. 

10.11 Theoretically, VAT can ba applied in two 
wayst either a given rate of tax can be appliad to 



a base which is equal to the value of output minus the cost 
of inputs, or the producer may be allowed -to deduct 
from the tax payable on output, the tax he has paid on 
inputs. The latter is referred to as the tax credit 
method. This is the method that we would recommend for 
adoption in India for MANUAT, This method would ensure 
that the actual rate of tax paid on a final product would 
be equal to the nominal rate of tax on it. Moreover, this 
method would enable us to tax value added at stages 
before the manufacturing stage where MANVAT may not be 
made applicable for soma reasons. 

10.12 Under the l/AT system, relief is provided in 
respect of taxation of inputs. One question that 
arises in this connection is whether the capital goods 
purchased by a producer should be considered as inputs 
for this purpose. In most of the European VAT systems, 
relief is provided also for the tax paid on capital 
goods. However, under Indian conditions, it would not 

be prudent to provide such tax relief not only on revenue 
considerations but also in order not to give encouragement 
to capital-intensive methods of production. Our aim 
should be to provide relief in respect of taxes on 
all inputs including physical ingredients, consumable 
stores and packaging material. 

10.13 Ue have pointed out earlier that present excise 
tax system contains a provision under Rule 56-A for 
set-off of tax paid on inputs against the tax payable 
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on tha output, undar certain conditions. The tax credit 
available under the VAT is exactly of tha same kind, 

Tha extension of the scope for relief under Rule 56-A, 
which we have recommended, uould in fact be one of the 
preparatory steps for the introduction of PIANVAT. The 
main difference between an extended system of application 
of Rule 56-A and the MANVAT is that the former is based 
on procedures involving physical chocks, whereas the 
latter would be mainly based on the invoice or the 
accounts method, Ue have heard that a number of 
cumbersome regulations have to be complied with in order 
that a producer may avail himself of the benefit of 
Rule 56-A; for example, the information about the 
receipt in the factory of t'he input concerned has to be 
communicated to the tax authorities within a specified 
period. Obviously, such a stipulation would create 
complications if the application of this provision 
were to be made general, 

10.14 If tha excise tax system only were to be put 
on a value added basis, relief uould be given only for 
excise tax paid on inputs. Such a relief cannot be 
given either in respect of sales taxes or customs 
duties. Hence, if sales taxes continue in roughly 
the present form, they uould impinge on inputs and 
much of the advantage of MANVAT would be lost. 

Therefore, simultaneously with the introduction of 
MANVAT , or even preparatory to it, the existing system 



of sales taxation would have to be reformed along tha 
lines ue hava indicated in section 8. Since ths 
implementation of our recommendations would nearly 
eliminate sales taxation of inputs 3old to taxable 
manufacturers, if MANVMT also were to be introduced, 
ue uould in fact be reaping one of the main advantages 
that . j from a comprhensive VAT. However, just as 
the conversion of the excise tax system into CIANVAT 
would not have much significance unless the saleatax 
system is also reformed, it uould bo equally true that 
there would not be much force in our insisting on the 
States to refrain from taxation of inputs if Central 
excises continue to fall on them irrespective of 
economic considerations. 

10.15 As regards import duties, they cannot immediately 
be brought within the ambit of MANVAT, One of tha 
main reasons for this is that at present fairly stiff 
rates on imported raw materials and intermediates are 
levied to bring in sizeable amount of revenue* Import 
levies on inputs will have to be reduced first to such 
levels as are necessary for pure-ly economic considerations, 
namely, to protect domestic industry and to introduce an 
element of discouragement for the use of imported 
products. There would be no case for refunding the 
levies imposed for the above reasons, which should not 
be looked upon primarily as sources of revenue but are 
deliberately intended to raise the landed cost of the 
concerned imports. In addition to these, the equivalent 



0 f FIANVAT on the same domestic products should be levied 
as countervailing duties. In course of time, after such 
tationalisation has taken placB, when revenue needs 
permit it, relief under MANVAT could be made admissible 
In respect of such countervailing duties. 

10.16 The advantages of the system that we are 
recommending are not simply theoretical. If a system of 
plANVAT were to be adopted and sales taxation on inputs 
were also to be eliminated, substantial benefits would 
accrue to the economy. In order to gain an idea of the 
major benefits that will be derived from the application 
of VAT, we have had carried out a study of the impact 

of the present system of taxation on costs and prices 

in an important industry, namely, the automobile industry. 

The study shows that in the case of truck and bus chassis 

there would be a saving in costs to the tune of Rs.3000/- 

(about 5% of the tax-exclusive price), through the 

reduction of interest charges on working capital and 

the reduction in mark-up at different stages of production. 

The saving will still be sizeable even if VAT were 

to replace the existing excises alone. Additionally, 

scarce 

a considerable amount ofjijorking capital which is 
locked up as the tax component in inventories would 
be released for productive purposes. 

10.17 In European countries as well as in certain 
developing countries, such as, Brazil, which have 
adopted VAT , while the system is made applicable to 



all industries, some products, such as, petroleum, tobacco 
and liquor, are in addition subjected to non-re fundable 
excise duties. In Germany, a feu more commodities are 
added to this list and all of them are subjected to uhat 
are called consumption taxes. Under Indian conditions, 
it would bo preferable to keep quite a number of 
induscrtrtS outside the scope of MANVAT and continue on 
them the present system of excises. These would include 
industries in whose final products not much cascading 
of tax is involved as well as those whose products have 
to be taxed at special or at high rates for economic or 
sumptuary reasons. Taxation of such products has to 
follow its own logic and cannot be fitted into the 
general system. The kind of industries that we have in 
mind are pet .••.oleum products, tobacco and tobacco products, 
sugar, coffee, taa and matches. Together they yielded 
in 1976-77 Rs.2081 crores which formed 46.4 par cent of 
total excise revenue. Incidentally, keeping them out of 
the system of MANVAT would corrospondingly reduce the 
administrative burden of running the new system. 

10,18 Ue would not suggest, however that an attempt 
should be made to apply NANV/AT to all the rest of the 
industries at' one stroke. It would be prudent to make 
a start with 3 or 4 industries which produce final products 
(such as automobiles and diesel engines^ in respect of 
which cascading and other ill effects arising from 
widespread input taxation are pronounced. Such a pilot 
project would enable Tax Administration test out 
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procedures end study tha raaction of tax-payar3. 

itself 

An industry^may have a wide ranga of products. 

If the experiment is to bo made on a somewhat wider 
scale one could consider, say the entire range of 
products falling -under the automobile industry. On the 
other hand, if the experiment is to be pinpointed, ono 
could think of products like trucks, tractors and 
diesel engines for launching a pilot project. On the 
basis of tha experience so gathered, attemots could 
then be made to extend the system. On the basis of 
such evidence as wo have bean able to gather about the 
operation of VAT in a number of developing countries, 
it would appear that the administration of a V/AT 
confined to the manufacturing level would not be beyond 
the capacity of tax authorities in India. However, 
we recommend the cautious approach of starting with 
a pilot project, because in the interests of safeguarding 
revenue it is necessary to establish its workability 
before a widespread application of the system is 
contemplated, 

10.19 As has been amply demonstrated bv the 
experience of other countries, it would not be 
possible to work the VAT system with a plethora of 
rates oT tax on different inputs and finished products. 
While theorists who advocate complete neutrality 
in indirect taxation argue in favour of a single rate 
of VAT, even most of the developed countries have 





found it necessary to have more than one rate of 
tax and also to impose additional higher levies on 
a range of luxury products. Before embarking upon 
MANVAT, it would be necessary, as one of the preparatory 
steps, to rationalise the excise duty structure so 03 
tr have only 4 or 5 rates. As we have argued earlier, 
in the rationalised duty structure, the same rate of 
tax should apply to final products which could be identified 
as belonging to the same group of necessaries for life, 
conventional necessities or luxuries, depending upon the 
income group which predominantly consume them. Also, 
there should be non-discriminatory taxation as between 
competing raw materials or other inputs unless there 
special economic reasons for a contrary treatment. 

10.20 Another preparatory step for the introduction 
of MANVAT uould ba the extension of the scope for relief 
under Rule 56-A. We have also argued that the average 
rate on raw materials should be brought down. Once the 
number of rates on final products have been cut down, the 
burden of taxation on raw materials is reduced and relief 
under Rule 56-A has been sufficiently liberalised, the 
divergence between the cumulative levies and the nominal 
rates on the final products would bo considerably narrowed 
down. The stage would then be set for the introduction 

of MANVAT. 

10.21 In applying the MANVAT system, some practical 
problems may have to be faced. A point often made is 



that tha system would mean maintaining detailed books of 
accounts, casting, as a result, a much heavier burden 
of tax compliance on the small and medium scale 
manufacturers than at present. To assess the magnitude 
of this problem, the Committee's Secretariat undertook 
a small sample study of the purchase and sales pattern 
aa well as the accounting system of manufacturers with 
different out-turn ranging from less than Rs.2 laktvs 
per annum to that exceeding Rs.l crore per annum. All 
the manufacturing units covered under the study were 
found to be issuing invoices with comprehensive details. 
It was noticed that manufacturers whose turnover exceeds 
fc.15 to Rs.20 lakhs per annum do, by and large, get most 
of their inputs under cover of regular invoices which 
are maintained properly. These invoices show detailed 
particulars, but excise duty is not shown where the 
purchases are from dealers. Such manufacturers keep 
detailed accounts of their purchases, production, sales 
and stocks in balance, of inputs os well as of finished 
goods. Though, in several cases, the bulk of the 
purchases of inputs was direct from other manufacturers, 
there wore also purchases from local dealers and those 
situated outside. In the Cass of manufacturers whose 
turnovor is less than Rs.15 lakhs, accounts maintained 
for purchases, production and sales gave reasonable 
details though the system was not sophisticated 
enough. In their Casas, the larger portion of their 
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purchases were from dealers (and even retailers sometimes) 
and the corresponding invoices (uhich were generally 
obtained) did not mention the excise duty particulars. 

Thus it could be assumed that manufacturers uhose turnover 
exceeds Rs.15 lakhs could be reasonably expected to conform 
to VAT documentation without much difficulty. As for 
manufacturers with smaller out-turn (who incidentally 
contribute not even 5 % of the total excise tax revenue as 
per our study) , it is passible to devise special schemes , 
discussed later in Part II of our report,in order to reduce 
the burden of documentation under normal VAT. The smaller 
manufacturers could be subjected to a system of payment 
of duty somewhat on the lines of thB existing simplified 
procedure, with certain modifications uhich could also take 
care th^t such producers do not suffer vis-a-vis others 
working under normal VAT. A scheme of grant of tax credit 
on a notional basis in respect of inputs bought from smaller 
producers working under the special scheme could be 
introduced so that the latter do not suffer a disadvantage 
vis-a-vis the tax paying larger manufacturers. 

10.22 A more important problem to bo faced in extending 
the system of flANVAT would be on account of the fact that , 
as indicated by our study, sev/eral inputs even by the 
bigger manufacturers ara bought through the medium of 
dealers who are not subjected to Central excise. Such 
problems have been faced and successfully t ackled by 
countries uhich have adopted VAT only upto the 
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manufacturers’ level. Even Francs faced this problem when 
in 1954 VAT was initially experimented at tha 
manufacturing stage and special schemes uare devised for 
this purpose. Based on the experience of other countries, 
it should not, therefore, be difficult to find an 
appropriate solution to this problem in the Indian 
context, Ohs of the possibilities which could be 
explored would be a suitable liberalisation of the 
existing provisions of rule 56-A which already allows 
tax credit if there is one dealer in between two 
manufacturers. The other possibility could be to allow 
the dealers to register voluntarily and to empower tham 
to issue tax vouchers. Perhaps, a better method may be 
to allow tax credit on a notional basis after deducting 
from the invoice prices a gross margin for the wholesale 
sector. Under this scheme, tax credits would be granted 
at notified rates, which would be related to the relevant 
rates of tax on the inputs as also the pattern of 
production of the inputs in the organised and small scale 
sectors. In fact, a critical study of the schemes 
operating in other countries would be of great help in 
devising aporopriate solutions in tha Indian context. 

The introduction of VAT for selected industries in the 
first instance, as recommended by us, would enable 
Government and Tax Administration to obtain a clear 
idea of th8 special problems of the kind that we have 
indicated above. On the basis of the experience 
gained, suitable schemes could be devised before 



extending NANVAT to ether industries. 

10.23 Introduction of VAT in other countries has been 
preceded by a period of intensive training for tax 
administrators and education for tax-payers. As we 

are contemplating the application of the VAT only to 
the manufacturing stage in India and since in practice 
it would fall mostly on producers who are also income-tax 
payers, the problem of educating the tax-payars would not 
assume such a large proportion as in countries like 
Brazil where the system is extended right up to the 
retail stage. Nevertheless, the importance of an adequate 
educational programme cannot be ovar-emohasised. If our 
recommendation for the adoption of MANVAT is accepted 
by Government, it would be necessary to send a small team 
to study the operation of VAT in some countries including 
a few developing countries where this scheme has been 
working for a number of years. Only after that, a 
detailed programme of implementation could be worked out 
which would include, inter alia .evolution of appropriate 
return forms,and making the concerned industrial units 
familiar with their use, transitional problems relating 
to the treatment to be given to the inventories, the 
extent of computerisation, etc. 

10.24 In conclusion, we may add that the initial 
measures of reforms of the indirect tax system that we 
have recommended in sections 5 to 8 would nqfc only 
facilitate the change over to the new system, but are 
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also desirable in their own right. Thus these reforms 
could be carried out even before a final decision is 
taken by Government regarding the MANl/AT, However, 
it would be fair to point out that, for reasons stated 
earlier, they could only go part of the way towards 
rationalisation of indirect tax system In the country 



11. PROCEDURAL REFORMS 


11*1* One of the important criteria in judging 

the soundness of any tax system must bo hou smooth 
it is in operation. In tho subsequent part of our 
Report ue have addressed ourselves to tho problem 
of procedural reform in some detail. Ue neverthe¬ 
less feel it necessary to highlight some of tho 
problems and difficulties which ariso in the course 
of a88a8smont and levy of duties and our recommendations 
regarding the ways in which they could be removed. 

ELIMINATION O F A VOIDABLE , DELAY S A N D DISPUTES 

11 .2. In indirect taxation, much more than in 

direct taxation, it is very necessary that the assessment 
of the duties payable should bo made without much loss* 
of time. Any delay can lead to ono of the following 
consequences each of which is an undesirable one*.- 

(a) The producer sells his products on the 
basis of the higher assessment than he himself considers 
to be right and thereafter has recourse to appeal and 
revision procedures. In tha event of a lower rato of 
duty being determined, ho would get a windfall profit 
because he would have already charged his customers a 
price which would take into account the higher levy. 

(b) The producer sells his product pricing 
it on the basis of a lower rate of excise duty than ho 
is finally called upon to pay. If as a rosult of 
appeals otc. the levy of duty at the higher rate is 



uphold, the difference between the tax collected and 
the tax leviable would fall on the predi.-cer, sometimes 
without his being able to recover the difference from 
the persons to whom he has sold the goods. 

(c) Sometimes products remain unsold until the 
classification or valuation disputes are decided* The 
latter may as woll involvo considerable delay. 

11.3. It is therefore of the utmost importaflpe that 

the process of giving a final decision on all issues 

such as classification and valuation and the grant of 
refunds and rebates should be speeded up to the maximum 
extent possible. The Self Removal Procedure (Review) 
Committee had recommended a time limit of three months 
for grant of refunds. The Central Board of Excise and 
Customs has also issued detailed instructions for 
reducing administrative -delays. Despite these, delays 
continue to occur. ThiTs I's* nat because of the slackness 
on the part of thoa© ©ancerned bui. the system itself is 
conducive to delays. Therefore, the attempt at reform 
must consist of three steps; revision of procedures so 
that possibilities of disputos and differences are 
reduced, if not eliminated, restructuring of the 
machinery for annuals and revisions and incorporation 

of appropriate provisions co deal with situations in 
which despite the reform, dolays do take place. 

11.4. Among the causes which lead to disputes and 
differences, the two most Important are classification 
and valuation. This is particularly^ true of excise 
duties. As there are 136 tariff items covering almost 
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tho entiro range of industrial production, tho doubt 
often arises as to whether a particular product falls 
Upder one tariff item or another. This issue assumes 
Special importance because of the different ratos 
at which excises are levied under different tariff 
items. Our recommendations regarding the considerable 
r4S0uction in the number of ratos as well as of 

lying the same rate of duty to like products, if 
accepted, will in a uay lead to a reouction in tho 
number of disputes over classification since the 
number of cases in which the rate of duty will differ 
according to classification would bo far fewer than 
they are at presont, 

RES TRUCTUR ING OF TARIFF 

11.5. However tho most effective uay in which 

disputes over classification can be .minimised is by 
having each tariff item defined in sufficiently 
precise terms so as to leave as little room for doubt 
as possiblo about the correct classification of any 
product. There is now in oxistonca an internationally 
accepted classification known as Customs Cooperation 
Council Nomenclature (CCCN) which classifies products 
in far greater detail than ever before attempted. Uq 
have ac^bptod it with various modifications in our customs 
tariff. There is another classification base, oqually 
detailed, which wo use for purposes of sea borne 
trade accounts. Then there is our excise tariff 



which generally follow* the terminology adopted by Indian 
trada and industry. Bessrues of the greater precision in 
the noqwnclature, the administration of the import tariff 
dees not present serious problems. On the sthor hand, 
in the levy of excise duties, thero are frequent 
disputes over classification, further, suoh disputes 
affect tho customs administration also because the 
excise duty payable on a product is leviable ae counter¬ 
vailing dOty on imports ae well. 

11.6. It would therefore be of considerable advantage 
if the excise and customs schedules are aligned gpeplstoly 
with each ether. At tho same time, there is fieri#* in the 
argument that for g vary large number o f assesses* who 
are subject to excise duties the use of familiar trade 
names is much more intelligible than a technical 
definition of each product. The Tariff Revision Committee 
had recommended the restructuring of tho Central Ex&lee 
Tariff and alignment of the customs schedule with the 
excise schedule to the extent possible. While recommend¬ 
ing a CCCN baaed customs tariff it concaded that for 
purposes of excise, complete adoption of the CCCN based 
tariff may not be desirable and for a range of products 
tho Indian commerce or trade identity may continue to 

be used. 

11.7. Wo endorse the recommendations of tho Tariff 
Revision Committee relating to the revision of nomenc¬ 
lature of excise tariff. It is desirable that this 
revision is synchronised with the process of rationalisa¬ 
tion of tho yate structure on tho lines recommended by us. 
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Care must be taken to avoid a situation in which a 
product which is not being manufactured in the 
country at all becomes subject to a countervailing 
duty uhen it is imported simply because the excise 
tariff classification is not sufficiently detailed. 

To facilitate co-relation between the customs and 
exeise tariff schedules for the purposes of levying 
countervailing duty it might be useful if the import 
tariff schedule contains a cross reference to the 
excise tariff schedule. 

VALUATION UNDER EXCISE LflU 

11.8. Ambiguity and doubt about classification 

the 

are not^only sources of disputes which often result 
in prolonged litigation with the disadvantage referred 
to above. A good deal of dispute arises over the 
valuation of a product. The excise duty should normally 
be leived on the ex-factory selling price. There ha3 
been concern over ths possibility that a manufacturer 
may sell to someone in special relationship with him 
at an artificially low price in order to pay a lower 
amount of duty. This is a problem which arises in 
direct taxation also and the principle cf arm's length 
transactions is used in judging the correctness of 
the value of sales. To guard against this danger, it 
has been felt necessary to introduce the concept of 
"related person" in the excise law. From uhat we have 
heard on the subject, it appears that this concept 
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is being interpreted in a way that goes beyond its original 
purpose and justification. Selling through dealers, 
distributors and agents is a normal established trade 
practice for a wide range of products and the margin 
allowed to such dealers and traders can also be faiily high 
in some cases, because after sale-services have to be 
provided or promotional exoenses for gales have to be 
incurred. Therefore, the real test to apply should be 
whether the kind of terms on which goods are being sold to 
such distributors and agents etc. would be available to 
any independent buyer or whether there would be any 
preferential treatment to any special class of people. 
Applying this concept, transactions between holding and 
subsidiary companies and companies under the same management 
can clearly be treated as transactions between related 
persons. In such cases the price charged by the related 
person to independent buyers could be the basis for 
assessment. There may also be situations in which 
some dealer or dealers may have a special relationship, 
perhaps a family relationship, with the producers while 
other buyers do not. So long as the goods are 
available to all of them on the same terms then 
there is no reason to suspect the bonafidee of the 
transactions between the manufacturer and such dealer(s). 

Irv irtherr words , the concent of related person should Jbe 
applied much more stricfcly and for this purpose the 
law on the subject shoi^Ld be made clear to avoid 
future disputes. Another type of problem which ari sefc 



la in... regard to difference between the ex-factory 
pries, and the purchase price of wholesale dealer/ 
distributor. This difference mey be due to the 
transport cost, or due to the cost of any special 
packaging needed to facilitate the transport, or 
due to other elements of cost which the distributor 
$may have to incur e.g. in marketing or in servicing 
machinery items which are sold. Clearly these 
elements should not be treated as a part of the 
assessable value. Even wharf the transaction is with 
a related person, to the extent that the party concerned 
does incur expenditure on transport, marketing and 
the like, the price realised by him cannot be said 
to be the price at which the manufacturer could have 
sold the product to some one who was not a related 
person. Therefore it would be appropriate for the 
law and the rules to make allowance for it. 

11.9 Further, there is another problem area which 

relates to equalised freight. In some cases, Government 
themselves provide for this, as in the case of cement 
and 3teel. For some other products, manufacturers 
themselves maintain an all-India price which absorbs 
thjr amount of freight incurred. The existing 
provisions allow deductions in respect of actual freight 
incurred in the transportation of excisable goods from 
the factory to any other place; however, no deduction 
on account of equalised freight is allowed primarily 
on the ground that it does not represent the actual 
cost of transportation. In principle, there is no 
reason to treat them differently. The mere fact that 
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in the latter case it. is an average expenditure does not 
alter the basic position that it represents the cost of 
transport. Ue, therefore, recommend that uhere the 
manufacturer establishes his average transport cost 
he could be allowed to claim a deduction from the all- 
India price while determining the assessable value. 

11 .10. Once the concept of a related person has been 
redefined to remove the genuine problems raised by trade 
and industry, the present practice of the manufacturer 
getting the prior approval of the price list could be 
dispensed with in all cases where the sale is to an 
independent, buyer. This would eliminate delays in the 
removal of goods from the factory and assessment in 

most cases could be made on the basis of the invoioe price. 

11.11. The validity of the amended law which is now 
in force and in which we have suggested some modifica¬ 
tions has been challenged in a number of writ petitions 
filed in different High Courts. It is possible that 
different views may be taken in different High Courts 

on the points at issue. Ultimately, a Supreme Court 
verdict alone could finally settle the issues. The 
whole process may well take years. Since a sale of the 
product may well be proceeding in between on certain 
assumptions depending on the final verdict, assessees 
as a class may reap a windfall profit or suffer a 
sizeable loss. The case for arriving at finality as 
early as possible is therefore very strong and hence ue 
would urge that the question of amending the law should 
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be examined urgently. Side by aide. 
Government could consider requesting the Attorney 
General to move the Supreme Court under Article 139-A 
of the Constitution to transfer these cases to itself 
so as to enable a speedy determination of the issues 
involved. 

INDEPENDENT WACHINERY TO RESO LVE DIS PUT ES 

1.12. While we have discussed above the ways in 
uhich the volume of disputes can be reduced, we have 
no reason to believe that they uill disappear. The 
need for appropriate procedures for appeal and 
revision therefore needs consideration. 

11.13. There has been widespread demand both from 
trade and industry and other sources that there should 
be an independent machinery to resolve disputes under 
C ustoms and c entr ai excise laus to replace the present 
arrangements under uhich such matters arB generally 
disposed off by departmental officers. Almost.all 
the commissions, committees and other similar bodies 
who have considered the matter in the past, starting 
uith the Taxation Enquiry Commission (1954), have 
recommended the setting up of an independent machinery 
for the purpose. Recently, the Supreme Court had also 
occasion to point out the desirability of setting up 
of a quasi-judicial tribunal for deciding cases under 
customs and excise laus. Ue endorse the above 
suggestion. 
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11.14* The principle of separation of the judiciary 

from the executive is enshrined in our Constitution. 

It has been applied extensively even in the matter of 

taxation. In the administration of income tax 

independent tribunals have been set up. The main 

argument that ue have heard in support of continuing 

present procedures under which final decisions are taken 

at the level of the Central Government is that in the 

matter of indirect taxation quick decisions are necessary. 

A judicial tribunal because of the kind of procedures it 

would follow cannot give such quick decisions. Ue have 

ourselves emphasized the importance of avoiding delays 

in settling issues pertaining to indirect taxation. In 

supporting the setting up of an independent quasi'- 

judicial tribunal our emphasis is not on a change of 

procedures. Ue would very much hope that it would not 

be impossible to avoid the kind of procedural complex!"- 

ties which contribute to delays. The important thing to 

ensure is that assessees should not feel that their 

ultimate Court of redress consists of people whose 

prime responsibility is to collect revenue$for the 

Government. Uhilst it may be true that when hearing 

appeals or revision petitions Members of th* Central 

Board/Officers of the Central Government do takB an 

objective view, the point has bsen made to us that 

sometimes they are inhibited in the exercise of their 

judgment by the consideration that their verdicts could 

the 

be questioned by revenue audit, ln^iater part of our 
Report we set out in some detail our thoughts on the 
composition of the tribunal and its functions. The 



main point of principle which ue are anxious to 
emphasise here and which we hope will have the approval 
of the Government is that while appeals which lie to 
the Appellate Collectors could continue to be disposed 
off by them, the second appeal arising therefrom 
should be heard by a body which will be, and will 
seem to be, truly independent of and separate from 
the executive. An exception to the approach that 
the second appeal alone should go to the independent 
body could be the cases where the original order has 
been passed by the Collector. In such cases, the first 
appeal itself may lie to such a body. 

A 1*1 EJ\!p f lE NT S TO LAiJ 

11.15. Appeals to the High Court on points of law 
against orders passed by the tribunal will of course 
continue. The possibility of divergent views beihg 
taken by different High Courts cannot therefore be 
ruled out. While the Supreme Court will have to. be 
the final arbiter in all such matters ue would put 
forward one point for Government's consideration 
which may help in reducing the number of cases going 
to the Supreme Court and the time which it must 
inevitably entail in getting a final verdict from the 
highest judicial authority in the land. flora often 
than not, it is some ambiguity in the wording of the 
law which gives rise to doubts about its interpre¬ 
tation and occasionally leads to different inter¬ 
pretations by different authorities and courts. Ue 
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feel that whenever the wording of the law gives rise 
to any doubts. Government should immediately apply 
its mind to see whether the doubts cannot be resolved 
by an appropriate amendment of the wording of the law* 
Uhere tariff is concerned, the opportunity to do so 
comes at least once every year when the Finance Bill is 
presented to Parliament* In important and urgent cases 
an amending Bill can be introduced in Parliament at 
other times as well* The advantage of such a course 
would be not only to reduce thevolume of litigation 
but also to ensure that the problems which arise when 
there is any doubt about the tax liability in a 
particular set of circumstances will at least 
prospectively be removed* There have been instances 
when, following the Supreme Court verdict. Government 
have found it necessary to legislate retrospectively. 
Timely action may reduce the .number of occasions 
where recourse has to be had to such a device. 

11.16. The question should also be examined whethor 
in cases wnere an assesses has collected from his custo¬ 
mers a higher amount on account of excise duty than 
could have been levied under the law as it stood should 
he not be made to credit to the Government the full 
amount which he has recovered from his customers on. 
account of the excise duty, A provision of this nature 
has been made in the sales tax law of Gujarat, the 
validity of which has been recently upheld by the 
Supreme Court. 



11*17 As stated earlier in this part of our report 
ue have confined ourselves to some major points of 
principle. In the course of our enquiry ue have 
had a large number of representations from trade 
and industry which ue have discussed uith Collectors 
of Customs and Central Excise as well as Members of 
the Central Board of Excise and Customs* As these 
pertain to a wide range of problems uhich must 
necessarily be dealt uith in some detail ue shall 
be dealing uith them in the appropriate part of our 
Report devoted to procedural problems. 
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12.1 Our terms of reference require us to examine 
a number of economic issues, particularly: 

(a) the role of indirect taxation in promoting 
economic use of -scarce resources; 

(b) the impact of indirect taxes on prices and 
costs; 

(c) the advisability of using concessions in 
indirect taxes to assist particular indus¬ 
tries or particular sectors of an industry; 
and 

(d) the role of indirect taxation in mobilising 
resources and the question of inter-action 
and a proper balance betueen indirect and 
direct taxes in our tax structure. 

12.2 These issues are complex. Decisions on some 
of them entail a value judgment which canonly be 
exercised at political levels. Ue have nevertheless 
analysed the likely impact of particular policies in 
the field of indirect taxation on different sectors of 
the economy as well as on the economy as a whole, and 
have formulated a number of recommendations. 

12.3 Thus, we have argued earlier that to ensure 
the economic use of resources, in general, like 
products should be taxed at the same rates, except 
when there are good economic or social reasons for 
discrimination. Ue have also mads a distinction 
between general input taxation for revenue purposes 
for which tax credit may be given and a special 
levy on an input for discouraging its use, if found 


necessary. In a planned economy like ours, there may 
be legitimate grounds on which ue can interfere with 
the consumer 's choice between different articles of 
consumption and the producer's choice between different 
raw materials and techniques of production. 

12.4 In regard to prices and costs, while recognising 
that indirect taxes are likely to be passed on to the 
consumer and therefore they do lead to an increase in 
the prices of the products concerned, we have drawn 
attention to some of the adverse effects of the present 
high levies on inputs imported as well as domestically 
produced) which tend to raise costs and prices beyond the 
levels which can be justified on revenue considerations. 

Ue have dwelt on the role of import duties in providing 
protection to indigenous industry and examined at some 
length the concessions in indirect taxes given to the 
small decentralised sectors of industry. Ue have also 
pointed out the reasons why in developing countries indirect 
taxes have to play a larger role in mobilising resources 
than direct taxes. In this section, we propose to 
examine the kind of role which indirect taxes can play 

in a somewhat wider context, particularly in respect of 
inflationary and recessionary trends and in generally 
stimulating production and investment. 

INFLATION AND RECE5SISN 

12.5 In any consideration of the use of fiscal 
measures as a tool of economic policy, attention must 
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be bestowed both on direct and indirect taxes in 
order to decide which of them or what combination of 
measures in both sectors would give optimum results. 

It is, therefore, necessary to evaluate the role and 
the possibilities of both direct and indirect taxes in 
controlling inflation. Speaking broadly, direct 
taxation when it is universal in its application curbs 
aggregate demand without affecting the freedom of choice 
of the consumer as between different products. 

Indirect taxation can affeet the demand for different 
products differently, and can serve the purpose of 
curtailing the demand for those which are in short 
supply. The use of indirect taxes as a supplement 
to direct taxes to curb demand in a situation when 
prices in general are showing an upward trend acquires 
(special validity in Indian conditions because: 

(a) direct taxes apply only to a small fraction 
of the population; 

(b) pr ices of particular products often register 
sharp increases not because the demand for 
them has gone up but because of a failure on 
the supply front; 

(c) often when there are general signs of 
inflation particular industries may be 
facing a demand recession. 

12.6 It would not be quite appropriate to look 
at indirect taxation merely as a means of restraining 
demand for particular products by raising their 
prices. Inflation too brings about a balance between 
demand supply by raising the price level. The 
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difference between the price rise which results from 
inflation, often due to deficit financing, and the 
price rise which results from indirect taxation which 
is used to reduce budgetary deficits, lies in the fact 
that inflation hurts the weaker sections of society 
most uhil8 soma of the affluent sections may even gain 
due to inflation. The price rvise due to an increase in 
indirect taxation can and should be orderly so as to 

conform to concepts of social justice and act as a 
check on excess profits. Besides thi price rise under 
inflation tends to repeat itself, whereas the rise in 
prices occuring due to an increase in indirect taxation 
leading to a reduction in purchasing power,, is expected 
to be an once-for-all phenomenon. 

12.7 Certain types of products, such as the basic 
essentials of life cannot be subjected to higher exci-se 
duties with a view to cutting down the demand for them* 

If, due to a failure of monsoons, a shortage of foodgrains 
or cotton develops and there is a trend for food and 
cloth prices to shoot up, it would be of course un¬ 
thinkable to try to deal with the situation by accentua¬ 
ting the price rise. The curb on demand in such cases 
would be much better brought about through rationing. 

Ue would add tha^ the mere imposition of price control 
without effective measures to curtail derttand through 
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rationing only leads to hoarding and blackmarketing. 

The role of indirect taxes in respect of such products 
should be to augment supplies by lowering duties on 
imports of like products as well as by preventing 
their diversion to less essential purposes through 
higher levies on the alternative uses to which they 
can be put* Thus, if cotton shortage is responsible 
for raising the price of cloth, lowering of import duties 
on synthetic substitutes for cotton as well as raising 
of excise duties on non-wearable fabrics can help. 

12.8 The identification or products on which 
duties should not be raised in order to curb the demand 
for them is of course a matter of social judgment. 
However, we would like to point out in this context 
that if there is a rise in the price of a product 
which is taken into account for calculating the 
quantum of dearness allowance, due to an increase in 
tax on it, there should be no compensatory increase 

in dearness allowances. Otherwise, the main bucden 

of the tax would fall on the most vulnerable sections 

■ ♦ 

of society, namely, those who are unemployed or who 
earn their wages in conditions in which there is no 
prospect of dearness allowance being paid to them, 
e.g. agricultural labour. 

12.9 When rationing is not desirable or possible, 
indirect taxation can act as a check on abnormally 
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high profits, as pricss rise, to bring about a balancs 
botuesn demand and supply. It can do so more effectively 
than price control which curbs the profits of the honest 
but results in a tax free windfall to the unscrupulous. 

If the excise duty is ad val orem , in conditions of a 
mild price rise it would automatically ensure that the 
level of tax per unit of output goes up. It is true the 
profits of the producer would also be rising. This 
would encourage ipcreased production of the article. 

A good portion of extra profit will go to the exchequer 
by way of direct taxes. If the increase in pr'ice is 
particularly sharp, the rate of excise duty can be 
stepped up as a regulatory measure. In doing so, care 
should be taken to ensure that the incentive'which 
higher profits provide to the expansion of production 
is not wholly destroyed. 

12.11 Further, it must be emphasized that as soon 
as the imbalance between demand and supply is removed, 
there should be a cut back in the regulatory duty^ Ue 
have come across many instances where the duty was 
justifiably raised on essential products in conditions 
of scarcity, but subsequently when the shortage dis¬ 
appeared the duty was not reduced because of rising 
revenue needs. In order to counter such trends 
Government might consider (whether windfall accretions 
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to revenue of this kind cannot notionally be segregated 
from the mainstream of resource mobilieation and 
utilised primarily for meeting sudden unforeseen 
demands on revenue or, better still, in a manner which 
would go te augment the supply of the product in ques¬ 
tion. In any event such regulatory levies should be 
kept distinct from the basic rates and be subjected 
to annual review. 

12.11 Ue now turn to a situation in which there is 
a shortage.of demand rather than supplyi In Indian 
conditions, with a rising population and continuing 
efforts to step up the level of investment even though 
the level of savings is not adequately high a general 
recession should not as a rule occur. If there are 
any signs of it, the overall level of investment in 

the economy should be stepped up without a corresponding 
increase in resource mobilisation so as to give a 
boost to demand. The techniques of having recourse 
to tax cuts as many developed countries do would not 
be the best answer to recession in India. 

12.12 However, a general recession in Indian 
conditions is much less likely than a situation in 
uhich, even when there may be a general inflationary 
trend in the economy, particular industries may be 
faced with a demand recession. In such conditions 
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there ie a clamour for reducing the indirect tax 
burden on them. The mere fact that an industry is 
losing cannot be a reason for giving tax concessions 
to it. Ue have argued that not every rise in the level 
of profits should occasion a rise in the rate of indirect 
taxes on the product! Similarly, not every decline* in 
profits should lead to a reduction in the levy* Indeed 
the expectation gf frequent changes in the rates of 
indirect tax can generate many speculative trends uhich 
may themselves bring about or accentuate the kind of 
situation uhich the change in tne tax rate is expected 
to correct. The expectation of a possible reduction in 
duty may lead the trade to reduoe its offtake from the 
industry, just as on the eve of the budget uhen a rise 
in taxes ic expected there is a speculative rise in prices. 
The later often gets further aggravated by the restrictions, 
which are sometimes imposed by the authorities, on the 
quantum of clearance of excisable products from the 
factory. 

12.13 Nevertheless, conditions may arise in which 
a reduction in the duty can, as a temporary expedient, 
be given to an industry facing a demand recession, 
just as there may be occasions ror raising duties uhen 
oupply falls far short of demand. Thus, v when in the 
interests of maintaining production and employment, 
extra bank credit is being extended to any industry 
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to enable it to carry linger stocks of the 
finished product, a temporary duty reduction could 
well be considered to stimulate demand. 


THE PRODUCTI ON AWHI LE 

12.14 There has been a great deal of discussion 
on the need for and the possibility of uslgg 
concessions in excise duties for the purpose of 
encouraging larger production. Excise duty adjustments 
have in fact been used for encouraging production* in 
particular industries in several uays.* In the 
paper industry, excise duty is lower for units with 
production capacity bBlou a certain level. There 
have also been cases in the past when the concession 
was available provided clearances did not exceed a 
certain limit o.q. tyres and aluminium . The 
underlying consideration was to give relief to units 
whose costs uere high because their scale of produc¬ 
tion was lowj The most comprehensive of such conce¬ 
ssions is tho one announced in the TS76-77 budget 
under which production in excess of a certain norm, 
which is different for new units and older units, 
qualifies for a 25 percent reduction in the rate of 
excise duty applicable to such production. 


12.15 A concession in indirect taxes ebn affect 
output in two ways. If it Is passed on to the 
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consumer and results in a lowering of price it can 
stimulate demand and thus encourage higher production) 
This Cis more likely to happen in cases where the 
prevailing level of excise duty is on the high side and 
the price elasticity of demand for the product is 
relatively high since the reduction in price on account 
of the tax concession could be significant) fin cases 
where as a result of the high consumer price inclusive 


of excise duty the effective demand is less than the 
potential of domestic supplies from existing capacity, 
there would be a case for a reduction in excise duty 
to boost output. ) Such a situation is likely to arise 
when excise duties have been hiked up in conditions of 
scarcity and there has been a subsequent augmentation 
of the production potential) It could also ariseCwhen 
the duty has been consciously raised on any product whose 
demand is highly elastic to meet any particular set of 
considerations?. Generally speaking, a high duty which 
leads to significant under utilisation of the licensed 
capacity cannot be justified, (jrom the purely revenue 
angle, the reduction in duty may be particlly, wholly or 
more than offset by the additional revenue accruing 
from the increase in sale. But where the higher duty 


is meant to discourage further investment flowing into 
a particular activity which on social or economic 
considerations is deemed to be a low priority activity. 
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the point will need to be considered (whether the 
reduction in duty would run counter to specific 
policy objectives. 

12.16 The other case is where as a result of the 
excise duty concessions the producer is able to 
increase his realisation by keeping to himself a 
large part or whole of the benefit accruing from 
the reduction in duty. Even a small improvement in 
realisation per unit of output could have a significant 
impact on the unit 's profitability. The producer 
would then have an incentive to produce more than 
the normal, even if it meant a rise in cost of 
production of the additional units of output, provided 
there is an unsatisfied demand for the product or the 
demand is growing at an adequate rate. A reduction 
in duty not to lower the price to the consumer but 
to increase the profitability per unit of output to 
the producer can be considered in the following types 
of cases: 


(a) Uhen a product is subject to pries control 
and there is a rise in costs, and if it is 
intended that consumer prices should not rise 
the duty reduction could offset the 
increase in costs. However, in all such 
situations the most serious consideration 
should be given to the possibility of 
allowing an appropriate increase in prices 
rather than have recourse to a measure which 
amounts to indirect subsidisation. 



(b) In a capital scarce economy, if an increase 

in capacity would involve substantial capital 
costs it might bo justifiable through excise 
duty concessions to encourage a higher 
production from existing installed capacity 
even though such higher production would load 
to an increase in unit cost^. 

12. 17 In the light of the above general considera¬ 
tions ua comment below on some of the schemes of 
concessions for encouraging production in 

different industries as also for particular category 
of products within an industry. 

HIGHER PR ODU CTION RELIEF SCHEME 

12.18 Presenting the budget for 1976-77, tho 
finance Minister stated It has been decided to 
introduce a new scheme of excise duty relief to 
encourage higher production, v^ho scheme visualises 
qrant of relief in respect of selected commodities 
to the extant of 25 per cent of duty payable on 
goods produced in excess of production in a selected 
base year 7) The list of items included in the 
scheme covered 43 excisable products originally and 

a number of additions were made in 3uly and September, 
1976. 

12.19 Uhen the scheme was introduced it was 
widely hailed as a measure to boost production. 
Subsequently, there has been a good deal of 
criticism on the ground that its benefits have 
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often gone to those who did not deserve them 
others who really needed the encouragement gained 
little. The main points made in this context have 
been: 

(a) the scheme has the effect of benefiting 
newer units much more than the older ones; 

(b) the base year chosen works out to be 
highly favourable in some cases, particu¬ 
larly in those where production in the 
base -year was unduly low because of 
special difficulties such as lack of 
power or raw materials or labour problems 
and the subsequent increase in production 
uas going to take place anyhow whether or 
not any tax incentive was given; 

(c) industries subject to higher rates of duty 
benefit much more'than those subject to 
lower rates, e.g., the relief of 25 per cent 
of the duty payable meant much more to 
industries like tyres and polyester fibre 
which were subject to duties of 55 per cent 
and more than 100 per cent (in aj£ valorem 
terms), respectively, than the industries 
like caustic soda and soda ash which 

are subject to duty at only 10 per cent; 

(d) often in the case of industries where lack 
of demand was the main impediment to 
increase in production the concession did 
not mean more production overall but only 
a redistribution of the same level .of 
production among different manufacturers 
of whom the more efficient gained at the 
expense of the others. 

12.20 Ue would not of course recommend any 
modifications in the scheme while it is in 
operation. It is not desirable as a rule to 
modify concessions once announced during the 
period of their validity. However, we feel that 
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the scheme should be discontinued after the initial 
period of three years is over. Thereafter, any 
concessions which may be given should take account 
of the weaknesses of the present scheme^) In parti¬ 
cular schemes meant to encourage higher production 
from existing units should not be extended to wholly 
new units whose case we discuss below: 

ENCOURAGEMENT TO NEU UNITS 

12.21 The plea is frequently made that new units 
suffer from the disadvantage that the cost of their 
plant and machinery on account of inflation and other 
factors would be much higher than of old established 
units. Their cost of production would, therefore, be 
higher. Since the market price for the same product 
must be more or less uniform, it is argued that unless 
the excise levy on the new units is lowered to enable 
them to earn on adequate return while selling at the 
same price as the older units, new investments will be 
discouraged. 

12.22 In considering whether and to what extent 
duty relief should be given to stimulate new invest¬ 
ment in any particular industry a number of factors 
have to be taken into account. Although new plant 
and machinery do cost more, often they are more 
efficient and have a higher level of productivity. 
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The disadvantage in all cases may not be as great as 
the difference in the price of capital equipment .would 
suggest. Then again, in a number of instances (the 
market could absorb the production of new units at a 
price which would be remunerative to them despite 
their higher costs and what ma-y stand in the way is 
some form of a control over prices’} Tin such a situation 
consideration must be given to the possibility of 
allowing a higher controlled price than subsidising 
the product at the expense of the exchequer^ In a 
regime of administered prices, pooling arrangements 
in appropriate cases could prevent excess profits to 
older units and keep down the increase in consumer 
prices, (jn the long run, the attempt to keep the price 
of an essential product at a level lower than the 
cost at which it can be produced by new units may lead 
to scarcities because it will stand in the way of 
new units coming up.) 

12.23 However, particularly in the case of capital 
intensive industries, the problem may be serious 
epough to warrant consideration being given to 
fiscal concessions. The best way to deal with the 
problem would be through devices such as the (old 
development rebate) or the comprehensive incentive 
scheme introduced in the 1976-77 Budget of 



investment allowance which has now been extended 
to cover all except a negative list of 30 relatively 
low priority industries. The terms on which finance 
is available can also help canalise new investment 
into desirable channels. 

12.24 Having drawn attention to (alternative possibi¬ 
lities of helping new units] we would not rule out the 
use of indirect tax concessions on a case by case basis 
if circumstances so warrant, (in the case of certain 
capital intensive industries the quantum of relief to 
be given by way of investment allowance may have to be 
too high,} Then there (may be industries which will 
face a critioal liquidity problem, if in the initial 
years they are subjected to a high rate of excise duty, 
particularly if the industry happens to be one in which 
in the initial years production is expected to bo far 
below the rated capacitpfor one reason or another. In 
short, while we do not in general regard (excise duty 
concessions as the best method of encouraging new invest¬ 
ment in an industry), we recognise that there may be 
circumstances when such concessions could be justified. 
However, (when excise concession is given to stimulate 
new investment, it should be made applicable to units 
which start production a couple of years after the 
announcement and should remain in force for an approp¬ 
riate period from the date when production starts. 
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Otherwise, the concession may be too generous to 
some and too meagre for others. 

EXCISE RELIEF FOR ENCOURAGING THE 

PRODUCTION OF LOU PRICED CONSUMER 

DURABLES. 

12.25 With a view to achieving a fuller utilisation 
of the existing capacity and making available an 
amenity like refrigerator to a uider sector of the 
community, preferential tax treatment has been 
accorded to smaller capacity refrigerators over the 
last feu years. Thus, as against the normal duty of 
75 per cent charged for large sized domestic refri¬ 
gerators, much lower concessional rates (viz. 40 per 
cent and 50 per cent) hav^ been made applicable to 
economy class refrigerators of capacity not exceeding 
165 litres. Similarly, to encourage production of 
cheaper varieties of television sets and thus enable 
a much large number of people to have an access to 
them, excise duty on lou priced television sets has 
been reduced to 5 per cent as against the normal duty 
of 20 per cent in the 1976 Budget, This form of 
concessional excise can play an important role in 
boosting production of particular varieties^ 
Experience has shown that production pattern has 
shifted towards standard models of the typo which 



tQ 4 


have been accorded the benefit of lower excise duties* 
This form of excise relief could well bo extended to 
other consumer durables after a case by case considera¬ 
tion* The models favoured through excise concession 
should be the cheap varieties so as to provide a built- 
in incentive for cost reduction uhich uould benefit a 
significant proportion of wage earners. On this 
consideration ue feel that the dividing line between 
products taxed at concessional rates and those taxed at 
full rates should be value rather than physical specifi¬ 
cations. When value is the limiting factor the producer 
tries to offer the best possible product within the 
prescribed price range t while when physical specifica¬ 
tion is the criterion for the concessions there could 
be a tendency to produce luxury rather than utility 
models meeting the requirement of specification which 
would sell at prices beyond the reach of the class of 
consumers for whom the concession was meant. 

TAX CONCESSIONS FOR CERTAIN OTHER PURPOSES. 

12.26 Excise duty concessions are often given on a 
long term basis to units which make use of non- 
traditional raw materials uhich uould otherwise go 
waste or adopt labour intensive techniques of produc¬ 
tion. Certain types of paper based not on wood pulp 
but agricultural waste receive excise concessions. 
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So do khandsari against sugar and handloom textiles 
against mill made fabrics, Such concessions are in 
principle legitimate. Care has, hcever, to be 
exercised to ensure that they are cot excessive and 
do not lead to waste or uneconomic use of some other 
scarce resources. In deciding upon the nature and 
magnitude of concessions, a clear view has to be taken 
as to whether it is desired to stimulate a particular 
type of economic activity and to bring about a further 
expansion of the protected sector or whether the 
objective is merely to protect and ensure the 
survival of the existing weak units-, 

12,27 Sometimes fiscal intervention and tax 
concessions may be necessitated to meet sudden and 
unforeseen developments in particular 69ctors of 
an industry. Care should'be taken to ensure that 
the measures adopted to deal with a short term 
phenomenon do not lead to undesirable distortions in 
the long run. Tax concessions can certainly be used 
to provide the necessary shelter to sectors and 
techniques of production when it is in the public 
interest to do so, buch concessions should be 
preferably given as a part of a well-conceived 
national strategy rather than in response to 
pleadings of producers who for one reason or another 
find themselves in difficulties.) In exceptional 
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cases, deserving of help, it may be better to consider 
schemes of outright subsidisation, so that the commu¬ 
nity is clearly aware of the cost of the assistance, than 
to attempt to devise tailor-made concessions which cost 
the exchequer no less and whose benefits are often 
derived by those for whom they were never meant. The 
belief that tax concessions can bale out any producer 
who runs into difficulties must be rooted out^) 

INVEST ME NT ANGLE_ 

12.28 Special care has to bB taken to ensure that 
changes in the tax structure which may alter investment 
priorities ate not introduced except after the fullest 
consideration. Capital for us is a scarce resource. 

Ue cannot afford infructuous investment. When within 
the framework of policies and particularly as a result 
of fiscal concessions investments have already been 
made, the concessions should not be withdrawn without 
adequate notice unless they are already time bound. 

12.29 Uhenever Gov ernment desires to introduce an 
added measure of st.irr.1us or restraint in respect of 
any particular type of economic activity coneideration 
need not be confined to changes in the rates cf indirect 

tax alone. Among the instruments which Government can 

1 

deploy for the purpose, are, (i) direct taxation; 

(ii) thr price policy; (iii) the terms on which credit 
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from banks and other finaheial institutions is made 
available; and (iv) measures of control. 

12.30 Investment decisions are influenced by expecta¬ 
tions of the net return on the capital employed. In 

a free market economy if the demand for a product 
shows signs of outstripping its supply, the price 
shows an upward trend which encourages new investment. 

A control on the price of a product does not give 
timely signals to tha investor and in general it 
encourages him to invest in areas where there is no 
price control and where ha has hopes of making high 
profits. (Since products subjected to price control 
are usually in the category of what are known as 
essentials, there has been a pronounced trend for 
investing in products which are categorised as non- 
essentials.j To reverse this trend, one of the possi¬ 
bilities which would need to be considered would be an 
adjustment in the price control policy 

12.31 The second possibility would be to consider 
ways in which products which are subject to price control 
can be helped to lower their costs. In reckoning his 
cost the producer would take into -account the 

indirect levies on the product, (for products 
subject to price control in which further invest¬ 
ment is needed, care must be taken to see that 
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indirect taxes do not lower profit expectations of 
priority industries relative to non-priority indus¬ 
tries. ) 

12.32 Another possibility would be to make available 
long-term finance on concessional terms for expanding 
the priority industries which are subject to price 
control. (The kind of terms on which institutional 
finance is available to an entrepreneur affects his 
investment decisions in two ways.^fUhat he pays by 
way of interest charges and the provision he has to 
make for the amortisation of his loans enter into his 
cost-profit calculations.) Secondly, the people who 
invest in the equity capital of an enterprise inevita¬ 
bly and rightly expect a higher return than those who 
make secured loans to it. j 

12.33 Direct taxation as a rule affects tha level 

of return to the investor by taking away a part of the 
gross profits which he earns. However, fif his costs 
are not more than covered by the prices at which he 
is able to sell his product and he does not earn any 
profit, a lower rate of direct taxation would not 
help him.) The only way in which direct taxation can 
help him to improve his profitability as distinct 
from the share of profits which he can retain, is 
by measures which help him to reduce his costal These 
generally take the shape of (allowing depreciation at 
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enhanced rates so that his overheads get reduced.^ 

12.34 Finally, there are licensing controls of 
various types. They are more effective in preventing 
investment going into undesirable channels than in 
promoting the flow of investment into desired ones. 

To stimulate investment in industries whose growth 
needs to be accelerated fiscal policy can play a 
significant role} Uhen discussing customs duties 
we have drawn attention to the inter-relationship 
between import control and import duties. Similarly, 
selective or differential commodity taxation is as 
potent a factor in influencing the flow of investment 
as industrial licensing under the Industries Acti) At 
the very least, it should be ensured that ^indirect 
taxation and industrial licensing work in unison and 
harmony rather than at cross purposes^ (~If licensing 
policy for any product is restrictive a relatively 
high excise duty would be called for while if the 
industrial licensing policy is liberal bath direct and 
indirect taxation car. help in achieving a good rate 
of growth in the industry concerned^) A tax on a 
commodity enters a wedge between supply and demand 
prices and can be used to modulate market forces in 
accordance with the national priorities. Indeed it 
is possible to use indirect taxation as the main 
instrument for regulating the flow of investment 
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so that it acts as a substitute for investment 
licensing. The level of the tax plus cost of produc¬ 
tion will determine the selling price and the tax should 
be so adjusted as to restrict the flou of resources 
into different industries to the desired extent. 

12.35 To complete the picture ue would add that the 
manner in which the resources, mobilised through 
taxation or otherwise, are spent or invested by Government 
is equally significant in the impact which it has, 
social and economic, on the life of the community. The 
picture of progression of the tax system can be modified 
for the better or for the worse by the pattern of 
budgetary outlays depending on the income groups which 
benefit from Government investment and expenditure. 

To the extent that some products are subsidised they may 
accentuate or moderate the burden which the tax system 
places on different income groups. (The kind of demand 
which emanates from the public sector also operates as 
a powerful force in determining the patterns of investment 
in the economy. 



13. CONCLUO T NG .OBSERVATIONS 


13.1 The prime purpose of a tax system is to mobilise 
real resources needed for promoting economic and social 
progress. But the very process and manner of roRource 
mobilisation, the incidence of taxation, and the encouragement 
or discouragement that it gives to diverse economic activities, 
are not without their own socio-economic consequences. From 
the social angle what is most needed is that taxation should 
have an adequate measure of progression. From the economic 
view point, the tax system should encourage the kind of economic 
activity to sustain which resources are being mobilised, while 
at the same time, should least reduce the efficiency of 
resource use. 

13.2 For the tax system to subserve theso objectives it 
mu't have stability. It should not be tinkered with- fregucn'-1 y 
either in the interest of revenue or to deal with day-to-d* 
problems or to resolve the d? c fi ;:ulties of particular producers. 
The need for higher revenues should be met in a manner which 
does not upset the structural balance of the system once it 

has been rationalised. This, ue beliavs, should be possible 
if the system is rationalised and changes effected along 
the lines of our recommendations. 

13.3 In conclusion, ue would like to summarise tha 
highlights of our findings and recommendations so as to bring 
out the major directions of change in the tax system that 

we envisage. The system of indirect taxation that we h8ve 
today j.9 the result of a more or less uncoordinated growth 
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of major individual indirect tax&s levied indepondent1y by 
the Centre and State Governments and Local authorities. 

The structure of each of the major individual indirect taxes 
is itself not entirely rational or internally consistent, 
and their interaction often serves to compound their harmful 
effects. The'objectives of tax reform should, therefore, 
be to eliminate the overlapping of different taxes and to 
rationalise the internal structure of each of the taxes in 
such a uay that they are rid of their major deficiencies 
and uould become the building blocks for a harmonious 
indirect tax system in the country. The most serious 
deficiencies in the system of indirect taxation can be 
traced to (a) the widespread taxation of »aw materials and 
other inputs under import, excise and sales taxation, mainly 
for raising revenue and not always with adequate regard to 
the economic consequences flowing from such taxation; 

(b) the overlapping coverage of excise and sales taxatior 
over a wide range of products; and (c) the inequitable 
distribution of tax burden among States inter se through 
the attempts of particular States to export part of their 
taxes to the residents of other States. 

13.4 In the field of excise taxation, our major 

proposals relate to: (a) the rationalisation of the 
duty structure on final products such that progression 
could be more easily achieved and our economic 



193 


priorities fulfilled; (b) rationalisation of the 
rates of duties on raw materials such that materials 
that are close substitutes uill be treated similarly 
unless there are special economic reasons to the 
contrary and high rates of taxes on particular 
materials imposed for special reasons in the past 
uill be curtailed in the interest of lowering the 
cost of production in the economy as a uhole; and 
(c) taking major steps uithin a time-bound programme 
of action towards the solution of the problem of 
cascading, first by extending the application of 
existing procedures for the relief of input taxation 
and finally moving over to a system of Value Added 
Taxation at the manufacturers stage. 

13.5 Import duties on products fall mainly on 
raw materials, intermediates and machinery. This has 
the effect of bringing about a general increase in 
the cost-price structure which, apart from being 
undesirable in itself, tends to make our industries 
lass competitive in the international market. The 
very high level of import duties o# some products 
generates a vicious circle which l$pds other 
industries to seek higher protection in order to 
survive. A reversal of this trend, particularly 
when our foreign exchange position is comfortable, 
is necessary. The long term objective of the 



194 


reform of import taxation should be to lower the 
rates of taxation on different. Inputs and machinery 
to levels that would be necessary to give adequate 
protection and have an element of discouragement of 
imports. Such adjusted levies would serve purely 
economic purposes and to them would be added a counter 
vailing duty equivalent to the excise on similar commo 
dities/producte. Ug recognise that this reform could 
only be gradually carried out. Once import duties are 
rationalised along the lines suggested above, they 
could be harmonised with the operation of the excise 
tax system because then the countervailing duty on 
imported products uould be given the same treatment 
as excise duties on domestic products. 

13-6 In the field of sales taxation, our proposals 
are baaed on the principles (a) that sales taxation 
by a State should essentially be imposed on its 
residents without impinging on costs of production 
in the economy and without significantly affecting 
the residents of other States, (b) that the principle 
of a unified market within the country should be 
preserved, (c) that if the tax is to play a distinc¬ 
tive role it should cover also value added at the 
post-manufacturing stages, and (d) that there should 
be as far as possible uniformity in procedures and 
even in the broad structure of taxation in different 
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States. Accordingly, ue have recommended that the 
State Governments should gradually move over to a 
single-point tax at the last stage. Secondly, sale 
of Inputs to registered manufacturers should be free 
of taxation so that, as under excise, so also under 
sales taxation,inputs would be completely free from 
levies. Thirdly, the inter-State sales tax, nou 
subject to a ceiling rate of 4 per cent, should be 
gradually brought down to one per cent. 

13.7 The principle of a unified market implies 
that there should be no import or export duties when 
goods move within the country from State to State or 
from place to placs. Ua have, therefore, recommended 
that octroi, which are in the nature of import levies 
and often act as transit levies, should be totally 
abolished. 

13.8 If our major recommendations are implemented, 
the resulting system would approximate to an integra¬ 
ted and extended indirect tax system ranging from the 
import and manufacturing stages to the stage of the 
large retailers, with full relief for input taxation 
and therefore completely free from problems of 
cascading and distortions in the allocation of 
resources. At the same time, excises and sales t3Jta£. 
would have clear and distinctive roles w 

rightful spheres and would enable us to mdrt?ptain 
relatively unchanged the division of tafc peters'as 
contemplated in the Constitution. 
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TABLE - 10 

TRENDS IN TAX REVENUES OF THE STATES AND THE UNION TERRITORIES (FOR SOME SELECTED YEARS) 


Inclndes taxes on professions, callings and employment and tax 
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TABLE 11 


STATEWISE COLLECTION 

OP CENTRAL 

SALES TAX 


(Figures 

in Rupees 

la!:fcs) 

Name of State 

1973-74 

1974-75 
(R.E.) 

1975-76 
(B.E. ) 

Andhra Pradesh, 

957 

900 

954 

Assam, 

170 

196 

198 

Bihar. 

674 

1481 

1676 

Gujarat. 

1865 

2124 

2336 

Haryana. 

1245 

1300 

1428 

Himachal Pradesh. 

14 

12 

17 

Kerala. 

501 

675 

775 

Madhya Pradesh. 

1614 

1900 

2100 

Maharashtra. 

5591 

7700 

6900 

Karnataka. 

1285 

1600 

1800 

Orissa. 

582 

606 

890 

Punjab. 

1017 

1350 

1553 

Rajasthan. 

587 

655 

725 

Tamil Nadu. 

2082 

2 594 

2994 

Uttar Pradesh. 

527 

1000 

1050 

West Bengal. 

2507 

3500 

3760 

Delhi. 

1328 

1871 

2697 


Source: 1. State Budget documents for figures 

relating to States, 

2. Delhi AdminisA^S^toB T *fer j?3scpres 
relating tg dc&ifcF' ‘ fr - 





